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| THE CANADIAN GOLD SITUATION— 


‘NANADA’S return to the gold 
standard was effected two years 

) ago. It probably could have 
n safely achieved sooner than this, 

but no positive action was taken. On 
lune 30, 1926, legislation lapsed which 

id provided for the suspension of gold 
lemption of Dominion notes, for 

| the acceptance of bank notes as legal 
ler, and for the control of gold ex- 
The gold 


‘ts by the government. 


tion of the government and the 
ks, the financial position of the 


Dominion Treasury, and the trade situ- 
m were favorable to the change, 
occurred without any disruption. 

was impaired neither at 
nor abroad. Gold was not 
d away, and suspension of specie 
not y. Canada 
in a stronger financial condition 
ost people suspected. The situa- 
has not materially changed since, 
urance in the strength of Can- 


’s financial and business conditions 





{ ] . 
( dence 


ents was necessary. 





s become firmer than ever before, and 
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IS CANADA’S GOLD RESERVE TOO LARGE? 


By J. W. BELL 


some believe that the time is now ripe 
for a new appraisal of the gold situa- 
tion, since they suspect that the gold re- 
serve of the country is not only sufficient, 
but unnecessarily large, and that the 
Dominion could advantageously utilize 
excessive gold holdings to reduce its out- 
standing obligations, or in some other 
way aid in lightening the economic load 
of carrying idle funds not needed to con- 
serve the soundness of the monetary and 
credit structure. 

It is the purpose of this article to ex- 
amine the Canadian monetary structure 
with a view to appraising the feasibility 
of this suggestion, to determine if pos- 
sible how far the reduction of gold re- 
serves could with safety be undertaken, 
and also to consider if it would be advis- 
able for the gold holdings to be reduced 
even if it were deemed safe to do so. 


IT. Structure of the Canadian Monetary 
System—Legal Requirements 


The monetary system of Canada, like 
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that of Great Britain and the United 
States, consists of coins, paper currency, 
and bank credit. Gold is used only to 
an insignificant extent as circulating 
medium; it is held largely in govern- 
ment and bank vaults in the form of re- 
serves against notes and bank credit. 
Coins of silver and bronze to the 
amount of about thirty million dollars 
circulate as token money in the hands 
of the general public. 

Paper currency is issued both by the 
Dominion government and by the chart- 
ered banks, normally in approximately 
equal volume, but since the war the 
former issues have been slightly in ex- 
cess of the latter. 

Dominion notes are issued by author- 
ity of an Act of 1868 which has been 
amended and revised from time to time, 
the chief changes having been incorpo- 
rated in the Dominion Notes Act, 1914 
(5 Geo. V., c. 4), “An Act respecting 
the Issue of Dominion Notes” (Acts of 
1915, c. 4) and c. 48 of the Statutes of 
1923. As the law stands today the 
Dominion Government is authorized to 
issue (1) notes up to $26,000,000 with- 
out any reserve of gold ($16,000,000 
of which are to be against certain speci- 
fied Canadian railway securities guar- 
anteed by the government) ; (2) notes 
up to and including an additional $50,- 
000,000 against a 25% gold reserve; 
and (3) an emergency issue provided in 
the Finance Act of 1914 (c. 3) and 
made a permanent feature of the law by 
c. 48 of the Statutes of 1923, whereby 
approved securities rather than gold 
may serve as legitimate cover for any 
excess above the total of $76,000,000." 

In actual practice banks have consid- 
ered it poor policy to rediscount these 
approved securities and, except for a 
very small amount of borrowing under 
the provision of the Finance Act, it has 
been the custom to deposit gold, dollar 
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for dollar, for Dominion notes secured 
from the government. It is still too 
early to assert that there has grown up 
a strong tradition against borrowing 
from the government, and it may well 
be that tight money conditions and tem- 
porary shortages of lending resources 
will lead the banks to resort to such re- 
discounting. 

Dominion notes are legal tender 
(bank notes are not) and consist of two 
main categories which serve different 
purposes: small notes ($5 to 25 cents) 
against which no gold is held as cover, 
which are in actual circulation in the 
hands of the public; and those of big 
denomination which are held by the 
chartered banks or in the central gold 
reserves for reserve purposes and which 
do not enter into circulation.” 

The next most important circulating 
medium in use is the bank note. Under 
the Canadian Bank Act the eleven 
Chartered Banks are authorized to issue 
notes in $5 denominations and multiples 
thereof to the amount of their paid-up 
capital. “Excess” circulation to the 
amount of 15% of the bank’s combined 
capital and “rest or reserve” funds may 
be issued during periods of crop move- 
ments (September 1 to March 1), and 
in times of war or panic the government 
may permit the “excess” to run through- 
out the year.* But the banks must pay 
interest on this amount at the rate of 
5% per annum. Banks may extend 
their circulation beyond this only by de- 
positing in the Central Gold Reserve 


1For definition of approved securities eligible 
under the law of 1923, see Federal Reserve Bulletin, 
July, 1926, p. 535. The type of security is sub- 
stantially the same as paper permitted as cover for 
our Federal Reserve notes. The last decennial re- 
vision of the bank act took place in 1923. 

2 League of Nations—Memorandum on Central 
Banks, 1913-1924-1925. Vol. II, p. 216. 

5 Notes were kept in circulation under this latter 
provision during the period, 1914 to Dec., 1920. 
Fisk, Dominion of Canada, 1920, p. 41. 
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trolled by trustees appointed for 
purpose) gold or Dominion notes 
for dollar against such issued. 





No specific percentage of gold is re- 
| as in the case of our Federal re- 
+ 





noces. 
4 In case of insolvency the notes of a 
. constitute a first lien upon its as- 
nd they are further secured by a 
nk circulation redemption fund” 
consists of an amount equal to 

f the average circulation of notes 


Va ortner Vite era 


See Tee = 
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not covered by gold or Dominion notes 
deposited with the government. To the 
extent of this deposit each bank guar- 
antees notes of the other banks, al- 
though the provision giving notes a first 
lien on the issuing bank’s assets renders 
the guarantee unnecessary and ineffec- 
tive except in most exceptional cases of 
bank failures.° 

*Nor is there any legal reserve requirement for 


deposit liabilities. 
° Fisk, Dominion of Canada, p. 42. 


STRUCTURE OF THE CANADIAN MONETARY SysTEM ILLUSTRATED 
Figures as of March 31, 


1928 























: (In nearest million dollars) 
GOVERNMENT 
DOMINION NOTES 
ASSETS NOTES IN 
held against notes in circulation........ 93 LIABILITIES (a) CIRCULATION 
iry (debentures) Held by chartered banks.............. Img 155 
i Notes issued under authority of Dominion Held in Central Gold Reserve......... 45 
i Notes Act of 1985........ girs waleldie ore oe! Be | eeeerererrr eT 28 28 
ts of approved securities under Finance " 
OF 20060) 5565 patente Glas j ere 188 
155 
CHARTERED BANKS 
( Notes: 
Held 39: COGNORis oiiiiccs cstanacs sen ie Held by “other” banks...........-. - 15 
I elsewhere PT ee Te Ee: Held bY GUNG iia ccceds sil ecnces 862 BGM 
1 in Central Gold Reserve...... 22 wai 
— 177 395 
i gold TerTeT Tere ee Tee ee 87 
DEPOSITS 
' I S TORE coos Os ates oan Pyrat 115 ee a | es 
Cash TH BROOD 2 os ke cians cs saageeweass 1488 
e from banks outside of Canada. 74 Individual deposits—outside of Canada 364 
S. and other foreign currencies.. 20 Due to banks outside of Canada...... SI 
Dominion notes in Central Gold Re- 
hi ME ROT TE ECT Color 45 Total net liabilities.... .2551 
Deposits with Minister of Finance 
against motes ........ 6 
VOCRE CHOM oie wtus 145 
TOE CAG PSSCTVEOR. 05 o0:6'ci cscs 347 
, a . sgal ¢ “or notes f hanks 149.7 
ind short 1 (a) Legal tender n for banks. . 49.7 
re — Notes (chiefly of small denominations) 
vhere than in Canada........... 225 in hands of public.... 5 dek eeeteeckss Saw 
7 
: - , 4 . 98.6(100) 
on and Provincial Gov't...... 339 si - 
idian, Municipal, British, For- Total assets as reported in the Canada Gazette do not equal 
Ma's hata, eee ee Whee . 136 total note liabilities, but this was explained above when we 
vay an 1e ’ noted that $26,000,000 Dominion notes may be issued without 
iy and other bonds........ +» 69 iny reserve of gold and that an additional amount up to 
ane $76,000,000 may be issued against 25% gold reserve, and that 
ee a, re 544 only above this amount must the reserve be dollar for dollar. 
nada ( te No. 43, Vol. LXI, p. 3407, April, 1928, for circulation; for banks, May 5, 1928 
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These notes are not in normal times 
legal tender, but they are maintained at 
par through the operation of the provi- 
sion of the banking law which requires 
their redemption in legal tender gold or 
Dominion notes. Thus overissue of 
bank notes is prevented. 

The Bank Act provides further that 
40° of whatever cash reserves a bank 
finds it expedient to carry in Canada 
shall be in Dominion notes. This 
amount, therefore, constitutes a mini- 
mum of Dominion notes which are con- 
stantly needed as cash. Another sig- 
nificant effect is that since Dominion 
notes are used as cash reserve against 
bank liabilities, credit may be pyr- 
amided on gold held by the government. 


III. The Strength and Liquidity 
of the System 


From the above description of legal 
requirements it appears that the coun- 
try’s total monetary gold stock sup- 
ports the following elements: Do- 
minion notes, bank notes and deposit 
liabilities, and subsidiary coins—which 
contain a certain fiduciary element in so 
far as their metallic content is not worth 
the face value of such coins. The latter 
element because of its amount and char- 
acter may be omitted from our treat- 
ment. We shall consider only the chief 
component parts of the monetary 
system, viz: gold and demand liabili- 
ties, i.e., the titles or claims to standard 
money, gold. 

The strength and liquidity of the 
system may be shown by the actual re- 
lationship of gold reserve to currency 
and credit portrayed in balance sheet 
form as shown on the preceding page. 

The significant ratios which indicate 
strength and liquidity of the system are: 
(1) gold reserves against Dominion 
notes and bank notes; (2) total gold 
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reserves against total net liabilities; (3) 
cash in hand against bank notes and 
other demand liabilities; and (4) total 
quick assets against total net liabili- 
ties. 

(1) Gold Reserves to Note Liabili- 
ties. Since Dominion notes serve as par- 
tial reserve against bank notes (and 
deposit liabilities) there is a certain 
amount of pyramiding of credit upon 
gold in the system, but this pyramiding 
may be eliminated if we treat total lia- 
bilities based upon total gold wherever 
and by whom held. On this date the 
Minister of Finance held $93,000,000 
gold against $189,000,000 Dominion 
notes issued.® Of the amount outstand- 
ing Chartered Banks held $115,000,000 
Dominion notes and issued against it 
as partial cash reserve $177,000,000 
bank notes.’ The aggregate gold held 
by the government and by banks does 
not, however, have to support total 
notes issued, since $45,000,000 Do- 


‘minion notes are held in the Central 


Gold Reserve, and $15,000,000 bank 
notes are held by “other’’ banks, and 
these are cancelled through clearing 
operations, banks not being permitted 
to pay out any except their own notes. 
Total gold reserve against total notes 
in circulation may be summarized in 
nearest million dollars as follows: 


Totat Gotp 
Held vs. Dominion notes by Minister 


a ee peer 93 
Held vs. bank notes in bank vaults in 
Canada and elsewhere ........... 65 
In Central Gold Reserve .......... 22 
ee GA: cacéwwcawaceeeeen 180 


® Ratio, gold to notes, 49.2%. 

7 $87,000,000 gold vs. $177,000,000 notes gives 4 
ratio of 49.1%: and total cash reserve, i.e., $87,- 
000,000 gold plus $115,000,000 Dominion notes vs. 
$177,000,000 bank notes gives a ratio of 114.1%. 
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[he percentage of total gold to total 
ites is therefore 180 to 305 or 58.9%, 
ich so far as note circulation is con- 
ied is very strong protection indeed. 
2)Total Gold Reserves against 
| Net Liabilities.® The govern- 
and bank notes are not, however, 
only title to gold in common use. 
By far the greatest bulk of business pay- 
ts are made with bank checks. Tak- 
g into account the net deposit liabili- 
s subject to check on demand or upon 
ort notice, the percentage of total 
ld to total liabilities may be computed 
millions of dollars as follows: 


T 4 
LOG 


180 


Net Liabilities 2,550 


tal Gold 


9 


6.4% 


i, amr 
i .ores Z05 


}) Cash Reserve to Cash Liabilities. 
r ordinary circumstances the mone- 
supply of the country is furnished 

ly by the banking system, and its 

sh strength is measured by gold, legal 
ler money and deposits representing 

ims to cash. The cash on hand or 
lily available, including gold, notes, 

‘eign currencies and cash deposits 
id elsewhere, totals $347,000,000 or 
of bank notes in circulation plus 

Canadian demand deposits ($162,- 

000+$648,000,000). If to in- 
idual demand liabilities are added all 
posit liabilities, except those due to 


covernments, the ratio would be 


t including liabilities to the government. 
nly demand deposits are considered an im- 
ite claim to gold, the ratio would be twice, 


ree times as strong. 


ty 


Notes IN CIRCULATION 
Dominion Notes 
cid te DEN babes owen dh exes 115 
Held Ip SURE 3 sos cet leqese eens 28 
R \ tes 
Held by p BN ge as Sa eee 162 
[otal notes in circulation ........ 305 
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347 million -- 2,550 million, or 13.6%. 

(4) Total Net Assets against Total 
Net Liabilities. If to gold and legal 
tender and foreign currencies are added 
call and short loans elsewhere than in 
Canada, and readily marketable securi- 
ties, we get a ratio of $1,045,000,000 
primary and secondary reserves to $2,- 
550,000,000 total net liabilities, or 


40%. 


IV’. Comparative Analysis of the 


Canadian Monetary Structure 


Two approaches may be made to the 
study of the gold and monetary situation 
of any country: (1) determine the 
strength of the gold reserves with refer- 
ence to the burden of credit obligations 
immediately issued against them and 
compare the reserve ratios present and 
past, and with other countries similarly 
organized and with which the country in 
question is closely related in its business 
dealings; (2) estimate the contingen- 
cies which may arise to diminish or ex- 
haust the standard metal and calculate 
the strength of the stock of monetary 
gold in excess of these currency needs. 

A gold reserve is held with a view 
to meeting contingent demands for gold 
arising either within the country (when 
creditors having claim to gold prefer 
the metal to their titles), or from 
abroad, when adverse balance of pay- 
ments arises. It may be impossible to 
calculate theoretically the magnitude of 
these contingencies, but safe working 
rules have been arrived at empirically as 
the result of long experience, and these 
may at least afford a check upon results 
otherwise obtained. 

Reserves must be in some sense pro- 
portional to the transactions out of 
which the obligations arise, since it is 
only through those liabilities that cash 
can be withdrawn from the reserve. It 
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is natural to think in terms of percent- liabilities and a government must also 
ages. A bank aims to maintain a cer- maintain a gold reserve, if demand gold 
tain proportion of cash to cover cash obligations are outstanding. Banks 


Taste I. CANADIAN BANKING AND CURRENCY CREDIT STRUCTURE 


Gold Reserves, Dominion and Chartered Bank Notes and Bank Deposit Liabilities as of 
March 31 and December 31 for selected years 1914-1928 


(In nearest million dollars ) 













































































1913 1914 1920 1925 1928 
Dec. Mar. Mar. Dec. Mar. Dec. Mar. 
I. Gold Reserves 
Banks 
In vaults......... 45 50 80 83 61 69 65 
In Central Gold 
Reserve........ I 2 10 12 10 19 22 
Government 
Against Dominion 
Notes (a)........ 109 96 100 97 119 134 93 
Total Gold Reserves. ... 155 148 190 192 190 222 180 
Il. Currency tins tas) 
Dominion Notes out- 
| Sree 131 114 312 312 212 227 189 
Less notes in Central 
Gold Reserve. ..... 6 4 (b) 102 46 52 45 
In circulation. ....... 125 110 214 210 166 175 144 
Bank Notes outstand- 
Fe eres 109 105 (d) 229 165 174 177 
Held by other banks 
as assets........ 15 14 (b) 54 15 16 15 
Held by Public 
(circulation). ... 04 gl 188 175 150 158 162 
III. Total Note Circulation. 219 201 402 385 316 333 306 
IV. Percentage Gold Re- 
serve to Total Notes. . 71 73 47.2 49.9 60 66.6 58 9 
V. Bank Deposits subject 
to check (net) (c).... 1,118 t, 375 2,510 2,325 2,117 2,195 2,550 
VI. Total Credit......... 387 1,376 2,912 2,720 2,432 2,528 2,856 
VII. Percentage Gold Re- 
serve (I) to Total 
COO CW issice bees 11.2 10.7 6.5 7.0 7.8 8.78 6.4 


























Sources: The Canada Gazette, Supplements; The Canada Year Book, The Financial Year Book; Federal Reserve Bulletins. 
Especially March, 1922, 370, and July, 1926, 535; Fisk, The Dominion of Canada, 1920. 


(a) Not including $3,000,000 to $5,000,000 gold held against saving accounts in government and other savings banks. 


(6) Item not available. 


(c) Deposits of commercial banks with indebtedness within the system deducted, and exclusive of government deposits. 
Yearly averages, computed from figures in Canada Year Book. Figure for 1928 as of March 31, from The Canada Gazette, May 
$, 1928, p. 3558. 


- lll a. ee ee 


== ef > 


—s? 


an 
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o ff ving rediscounting facilities open to 
id them commonly maintain reserve ratios 
kg of 10-15% of their cash liabilities, 
ereas central banks, having no redis- 

i unt facilities available, obviously must 
‘ keep a higher proportion, e.g., at least 
j 40% of their note and deposit credit 
: ssues. Governments with good credit 
ng might conceivably keep a 
luciary issue of a certain amount in 

; circulation at par with gold without any 
rve. In practice, however, either 
result of caution or timidity, huge 
reserves have been accumulated, 
the liquidity and soundness of the 
ary and credit system is judged 
e basis of the proportion of gold to 
This at least is the first test, 
s made before the character of 
assets back of these liabilities is 





] 


ties. 


mined. 

Canadian Gold Reserves. Canadian 
rience in regard to gold reserves is 
vn in Table I. 

Before the war there were outstand- 
from $I15,000,000 to $130,000,000 

notes against which over 

gold reserve was held. As a re- 
of the exigencies of war finance, 
tes increased to amounts substantially 

t $300,000,000 and the reserve ratio 

lled to a low point of 25.3% in 

since when it has been strength- 
to 59.3% in 1925. It stands at 
t that figure at the present time. 

Bank notes in circulation increased 
m about $90,000,000 before the war 

1919-1920;"" 

these have also been de- 

ising in amount, about $160,000,000 
in circulation today. 


Dominion 


Over $200,000,000 in 


a 


then, 


fluctuate seasonally, hence the 


's nts shown in the table do not indicate high-low 


issues 


Notes in the hands of the general public, in- 


Dominion notes in banks—not total notes 
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Total notes in circulation" increased 
from approximately $200,000,000 in 
1913-1914 to over $400,000,000 in 
1921, decreasing to an amount not much 
over $300,000,000 at the present time. 
With notes increasing and gold decreas- 
ing the gold reserve against total notes 
fell from over 70% in 1913-1914 to 
43% in March, 1921. This marked 
the low point. Until quite recently gold 
holdings have increased and notes have 
decreased, with the result that the re- 
serve ratio reached 66.7% at the end of 
1925. Ithas fallen to 58.9% at the end 
of the fiscal year, March, 1928. 

This ratio, though less strong than 
the pre-war level is amply adequate, per- 
haps much higher than it need be. 

With regard to total liabilities, ie., 
bank notes plus deposit credit, it seems 
to have been customary before the war 
to keep a total gold reserve of 10% and 
over. The decreased in 
1920-1921 below 6% %, recovered by 
1925 to more than 8 % and has declined 
recently to the low ratio reached in the 
inflation year of 1920. 

On the basis of this test the Canadian 
gold situation does not appear partic- 
ularly favorable, but under the circum- 
stances it should cause no apprehension 
whatever. 


percen ta ge 


Strength of Canadian Gold Reserves 
Compared to Those of Other 


Countries 


The following comparative statement 
(Table II) gives data relating to gold 
reserves, note issues and bank deposit 
credit in Canada, United States, and 
England for the last pre-war date for 
which figures are available, for 1920, 
when credit inflation reached its max- 


imum, and for recent dates. 
The important things to observe in 
Table II are the ratios shown in items 
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Taste II. Comparative TABLE SHOWING GoLp, Nores, AND Deposir CREDIT For 





SELECTED YEARS, 1914-1928, IN CANADA, THE UNITED STATES, AND ENGLAND 














| England 
Figures in Canada United States Pounds as of June 30 
Nearest Million Dollars as of March 31_ ‘| Dollars as of June 30 or nearest date 
| | oe : ae oe 
1914 | 1920 1925 1925 | I914 | 1920 1925 192 1914 1920 1925 | 1928 
, ‘ations es eres Bee a 
Monetary Gold | | | (123)™ 
Stocks 148*| 190 190 | 180" 1,891 | 2,700) 4,365] 4,109 40} 118 157) 172 
Notes in Cit | | | | | 
lation | (e) | 
(a) Government 110 214 166 | 144 357 | 342| 283 296 (j) 357 292) 296 
(b) Bank or | 188] 150 162 759 | 688} 682 640 20 120 145] 135 




































































Total Note Circula- i 
tion | 201 | | 
3. Percentage Gold | | 
to Notes 73 | 47.2] 60 | 58.9] 169 d 61 167 160 | 138 27.5) 41.1/45.8 
| (50) } (37) | (s3) | (s3) | 
—|—— fp | |, —— |- |, -- 
4. Bank Deposits | 
(net) | | | | 
Individual De- | 
mand Deposits in | | 
Canada and the | | | Bank of England deposits* 
United States....]| 424 627 | 589 | 648 | 8, 240/21, 340}26, 216/34, 441 63 | 192| 169] 121 
Joint stock banks! 
Potal Deposits 1,175 %2,510%|2,117 12, 55018, 558! 37, 83047, 465/52, 184 896 | 1,962] 1,806] 1,893 
on en _ — —— | — —————— — —_—— 
Notest Demand De-| | | | | 
posits } 625 |1,029 | 905 | 954 | 9,330 {25,090 28, 832) re eee eae 
5. Total Credit: 1,376 |2,912 [2,432 |2,856 |19,674 142, 180|50, 081/54, 722 988 | 2,618) 2,357} 2,389 
2-7 4 | 
6. Percentage of | | 
Gold to: | | | 
Dem. Liabilities} 23.6] 18.4] 21.0] 18.9] 20.2] 10.5} 15.1] 11.0 4.0] 4.5] 6 6 7.2 
___ Total Credit 10.7 6.5} 7.8| 6.4 Q.1 6.4 8 | 7.51 (16.5) aly oe 
Sources: Canapa, see Table I; Unitep States: Annual Reports of the Treasurer of the United States; monthly circula- 


tatements; Federal Reserve Bulletin; Annual Reports of the Federal Reserve Board; European Currency and 


Finance, U. S. Senate Commission of Gold and Silver; Inquiry Report on European Currency and Finance, 1925, Serial 
vol. I, 1925; ENGLAND he London Economist; Statements of the Bank of England; Statements of 10 London 
Clearing banks, monthly average figures; U. S. Senate Report on European Currency and Finance, 1925; League of 


wanda on Currency and Central Banks; International Statistical Year Book; Commercial and Finan- 


Chronicle 








( Exclusive of $3,000,000 to $5,000,000, held against savings deposits during years 1914-1928. ; 

( Deposits of commercial banks with indebtedness within the system deducted, and exclusive of governmental deposits. 

(c) Yearly average—computed from figures in Canada Year Book, 1926, pp. 820, 826. 

(d) Not including gold bullion, foreign coin outside the Treasury and Federal Reserve banks. 

(e) United States Notes, Federal Reserve Notes, and Federal Reserve bank notes in actual circulation. 1928 figures for 
note circulation are for May 3rst. 

(f) Ratio of gold to total money of all kinds in circulation (revised figures) from Rept. of Treasurer of the United States. 

(g) Individual demand deposits for all commercial banks of the United States 1914-1928. (European Currency and Fi- 
nance p. 20). For June, 1925 and Feb. 1928, figures are estimated on basis of reporting member bank figures ; 

(hk) Individual deposits including certified and cashiers’ checks 1914, 1920, 1925; total deposits exclusive of bank deposits 
for Feb., 1928 

(i) Gold reserves include those held by both issue and banking departments of the Bank of England. 

(j) Currency notes minus Bank of England notes held in currency note reserves. Bank of England notes minus bank 
notes in Banking Department. 

(k) Public and Other Deposits of Rank of England. 

( Joint Stock banks of England and Wales. Last figure (1893) is for Dec., 1927. 

(m) The Cunliffe Committee in their report of 1918 estimated pre-war gold in circulation in banks at 123 million. 
If this be included in the gold stock for 1914 the percentage is 16.5% instead of 4%. See European Currency am 
Finance Report lI, p. 301. 

(n) ang compares with 6.5% made by Mr. George E. Roberts for Dec., 1925. See National City Bank Monthly Letter for 

eb., 1926, p. 37. 
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6. viz: gold to note circulation, 
ld to notes plus deposit credit. 


; lurning first to item 3,—monetary 
% / to total note circulation, the results 
é that Canada’s gold position is in a 
’ vely favorable condition. In 1914 
s la was the sole one of these three 
; ries to have an elastic fiduciary or 
Es lit note issue, those of the United 
m States and England being rigidly re- 
a ted by legal provisions. The latter 
oe covered, so far as the monetary 


tock was concerned, by much more 
100% reserve. Since the war, 
ver, conditions have been changed 
introduction of Federal Reserve 

nk issues in the United States and by 
Note issues of the British 
nment. England has greatly 
gthened her gold position in recent 
s, but Canada still maintains a much 
- percentage of gold to note circu- 
With regard to the United 
States, the comparison can hardly be 

ted to be so favorable. Under the 
independent banking system, our 

was not efficiently utilized as a 

sis for supporting credit and notes 

| to be well protected to insure safety. 
Federal Reserve System mobilized 
reserve resources, but even with sub- 
il increments of gold the ratio 


Lurrency 





lropped to about 60% in 1920. More 
ecent figures represent conditions of 
note contraction and notably strong gold 
idings, unparalleled in any country. 
So large is our gold stock, in fact, that 
tis estimated that we could safely part 


( | exports from May, 1927, to June, 1928, 

sunted to over one-half billion dollars. 

nother billion would still leave a ratio 

125 against notes. This statement does 

that notes are the only liability to be 

1. The weekly statement of the Federal 

Banks showed the following reserves as 
, 1928—figures in millions of dollars: 

$2,546 

ictual circulation $1,660. 

Deposits $2,459 


gold reserves 
Gold ratio 


of 61.8% 
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with from one and a quarter billion to 
one and a half billion dollars of gold 
without impairing the liquidity and sol- 
vency of our monetary system.” 

The gold need of a country cannot, 
however, be determined by the amount 
of note circulation it is made to support. 
We must turn to /tem 6 for a more com- 
prehensive picture of the strength of the 
credit structure. 

By far the most important form of 
purchasing and debt-paying medium in 
Canada, as in England and the United 
States, is the bank check, or ‘‘deposit 
currency.’’ Checks represent, in prac- 
tice, a demand for lawful money, such 
as Dominion and bank notes and subsi- 
diary coins, but ultimately all demand 
obligations are claims or titles to gold; 
and assuming other assets to be sound, 
the ratio gold to net demand liabilities 
gives the truest measure of the strength 
of the credit system. 

Item 6 represents the percentage of 
gold to the total notes in circulation of 
the country plus the total net deposits of 
the commercial banks of Canada, the 
United States, and England. These 
figures are only approximate and are 
not strictly comparable. Canadian gold 
figures do not include from $3,000,000 
to $5,000,000 specifically held by the 
Minister of Finance against deposits in 
government savings accounts. Bank de- 
posits include time or “‘notice’’ deposits. 

Bank of England deposits have been 
included in total deposits of English 
banks and these have been omitted for 
(Reserve ratio 65.4%.) 

On the basis of present liabilities ($4,119) gold re- 
serve could be reduced by about $900,000,000 more 
before gold ratio would be reduced to 40%. Since 
there are in circulation over one and a half billion 
gold certificates which could be replaced by Federal 
Reserve notes in case of need—as was done during 
the war—it seems obvious that flexibility of the 
system would permit a considerable movement of 


gold from the country without undue disturbance 
to domestic credit conditions. 
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Federal reserve banks. It is thought 
that, since the great bulk of deposit 
liabilities of the reserve banks consist of 
‘member bank reserve accounts,” dupli- 
cation would result from inclusion with 
member and non-member bank deposit 
liabilities. In the case of the Bank of 
England it is estimated that about half 
of the deposit credit due joint-stock 
banks and commission houses is so 
used."* In any case the British figures 
for commercial banks are particularly 
incomplete, since reports include data 
for the joint-stock banks only, and these 
represent perhaps less than 90% of the 
total deposit liabilities, thus falling short 
more than the amounts resulting from 
the inclusion of that part of the Bank of 
England figures which might be con- 
sidered duplication.’* Allowance for 
this factor alters the result only slightly. 
Since no central bank exists and there 
is no pyramiding of credit, this question 
does not arise in the case of Canada. 

The results shown in Item 6 of the 
chart are significant and indicate striking 
differences and similarities. They may 
be summarized as follows: 


ITEM 6—PERCENTAGE OF GoLpD To ToTAL CREDIT 





























| IQl4 | 1920 1927 1928 
Canada | 
Gold to Notes plus De- | | 
mand Deposits... .. 23.6 | 18.4 | ar.o 18.9 
Gold to Notes plus | | 
Total Deposits 10 6.5 7.8 6.4 
United States 
Against demand _lia- 
bilities ces 20.2 10.5 15 II.0 
Against total liabilities or | €4 8.7 7.5 
England A 
Against total liabilities 4.0 4.5 6.6 7.2 
(16 5) 














Item 6 represents the percentage of 
gold to the total notes in circulation plus 
the total net deposits of the commercial 
banks of Canada, the United States, and 
England. These figures are only ap- 
proximate and are not strictly compar- 


able. In the first place gold held by the 
Minister of Finance against govern- 
ment and other savings-banks deposits 
are omitted for Canada.” Savings de- 
posits are not separately reported by the 
chartered banks, but undoubtedly they 
form an important part, though by no 
means the larger part of the deposits 
payable after notice or on a fixed date. 
Individual demand deposits are 
stated separately for United States and 
Canadian banks. The rather large item 
“deposits elsewhere than in Canada” 
undoubtedly contains a certain amount 
which should also fall into the demand 
deposit class and would therefore re- 
duce slightly the percentage of gold to 
demand liabilities shown in  sub-item 
(a). Time deposits in the United 
States, though technically payable only 
after thirty days’ notice, are in prac- 
tice paid on demand. This is not true 
to the same extent in Canada. Total 
deposits include time or notice deposits 
in slightly varying proportions, hence 
these figures are not identical in their 
meaning for different countries. 


Canadian figures in the table show 
substantially greater strength in gold 
reserve to demand liabilities compared 
to those of the United States’® but, ex- 
cept for 1914, a weaker condition with 
regard to total net liabilities.” 

Taking into consideration the expla- 
nation of these items given above, the 
arithmetical comparison of demand and 
total credit based on gold does not re- 


13 Estimate of Mr. Hartley Withers, Sir Regi- 
nald McKenna, Mr. Walter Leaf, and others. 

14 Since practically all government gold is held 
in the Bank of England, public deposits are in- 
cluded. 

15 During the past several years this amount has 
been from $3,000,000 to $5,000,000 against $99,- 
000,000 to $100,000,000 government and other sav- 
ings-banks deposits. 

16 Sub-item (a) of item 6, Table II. 

17 Sub-item (+) of item 6, Table II. 
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particular weakness in the Cana- 
gold situation. In view of the con- 
cuously large gold holdings in the 
United States during this period, the 
nparison is nothing short of surpris- 
\nother qualification affecting the ac- 

y of the comparison has to do with 

the English figures. Total deposits of 
Hnglish banks include Bank of England 
osits, ‘Public’? as well as “Other,” 
oh these have been omitted in the 

if the Federal Reserve Banks. 
deposits are included, since 

lly all government gold is held 
Bank of England. “Other” de- 

s represent in part direct advances 


1 


11 
i \ 


DUS ness.!° 
posit liabilities of the Federal Re- 
ve banks have not been included, 
they consist mostly of “‘member- 
reserve accounts” which form the 
of member and non-member bank- 
expansion and should therefore 
omitted if duplication is to be 
Since there is no central bank 
o such pyramiding of credit, this 
yn does not arise in the case of 


1 
{ i” 


quest 


comparing the ratios of gold to 
net liabilities the figure for Eng- 
n 1914 (4%) seems distinctly out 
line, but this is due to the more 
eral circulation of gold coins in that 


try than in the United States or 


Mr. Hartley 


Af i 


Withers, Sir Reginald McKenna, 
Valter Leaf, and others estimate that about 

other deposits” represent reserve credit 
joint stock banks and commission houses. 
is of the opinion that more 

juarters of these deposit liabilities are 
\llowance for this factor alters the re- 
lightly and the duplication involved in 


I Gsregory 


same deposit liabilities twice, that is, 

sank of England and again for other banks, 
the incompleteness of the data. These 
tain to the joint-stock banks which repre- 
ibout 90% of the total resources of the 


lable II, footnote (m.) 
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Canada. If gold in circulation were in- 
cluded in determining the proportion, 
the ratio would be 16.5%." It would 
not be accurate, however, to include 
gold in circulation in the case of England 
and not for the other two countries. For 
the last three dates in the table the data 
are more comparable, gold having been 
generally mobilized and centralized in 
government and bank vaults. The ratios 
are noticeably smaller than those main- 
tained in the pre-war period in Canada 
and the United States, despite the 
greatly augmented supply of gold in the 
latter country. It is probable that gold 
is much more efficiently utilized now than 
formerly. The British ratio has become 
stronger ever since 1920, though it ts 
perhaps not yet strong enough to endure 
all conceivable disturbances to which the 
sritish money market may be subject. 
We cannot draw any definitive con- 
clusions on the basis of these ratios. 
The most we can affirm is that Canada 
has practically as strong gold reserves 
against current gold liabilities as has 
England or the United States, @teris 
paribus. We cannot venture a minimum 
gold figure on this basis and say that all 
gold held in excess of this amount is 
It is too hazardous to make 
amount of 


redundant. 
a definite estimate of the 
credit expansion which may safely take 
place on a certain percentage of gold. 
The same reserve ratio may be pre- 
cariously low at one time and needlessly 
high at another, may be a danger signal 
in one country and show potentialities of 
further credit expansion or gold reduc- 
tion in another. Gold is but one indi- 
cator of credit strength, and little of it 
is needed when business and credit con- 
ditions are sound. Money in circulation 
need not be gold, and exports of gold 
occur only when external expenditures 
exceed payments made by foreigners. 

It will be pointed out in the following 











I2 


sections that Canada does not need such 
large gold reserves as do Great Britain 
and the United States. 


V 


The second approach to the study of 
the gold position of a country is to 
calculate the actual and potential bur- 
dens which the gold reserve bears or 
may be called upon to bear. Any excess 
of the maximum demands may be con- 
sidered redundant for monetary pur- 
poses and can be profitably disposed of. 

The first step is to estimate the min- 
imum amount of currency actually 
needed by business and trade. 

The total issue of Dominion notes 
outstanding as of March 31, 1928, was 
$189,000,000. Of this amount $45,- 
000,000 were held in the Central Gold 
Reserve against bank notes, $28,000,- 
000 notes were circulating in the hands 
of the public, and $115,000,000 were 
held by banks as part of their cash re- 
serves and as legal tender notes for 
transactions between banks. The $28,- 
000,000 are notes, chiefly of $1 and $2 
denominations, constantly in circulation 
as pocket money and never likely to be 
presented for redemption.” Forty-five 
millions are needed as reserve against 
bank notes. Notes held by banks must 
always equal at least 40% of the chart- 
ered banks’ cash reserve and are at 
present the only effective means of 
settling interbank payments and are 
never likely to decline below the $100,- 
000,000 mark. Thus the fixed minimum 
needs of business demands for Dominion 
notes are $170,000,000 odd: 


1. $ 28,000,000. . pocket money 
45,000,000. .in Central Gold Reserves 
vs. bank notes 
3. 100,000,000..bank cash reserve and 
settlement money 


$173,000,000. . Total fixed needs 
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In the last eight years Dominion notes 
issued have never declined below the 
$170,000,000 mark. Only the amounts 
issued in excess of this would be a real 
burden upon gold, e.g., on March 31, 
1928, $19,000,000, the difference be- 
tween $189,000,000 issued to the $170,- 
000,000 fixed needs, represent the max- 
imum amount of Dominion notes that 
would have had to be_ redeemed. 
Against this possible demand the goy- 
ernment held on this date $93,000,000 
worth of gold, over $70,000,000 more 
than necessary. It is recognized that a 
margin of safety should be maintained 
to meet further expansion of note is- 
sues, but margin need not be large. As 
new notes are issued new gold could be 
demanded as cover.”’ There is no urgent 
necessity for providing gold to meet this 
excess contingency until a need arises. 

Gold up to the amount of $70,000,- 
000 could thus be released by increasing 
the fiduciary issue of government notes. 
They would still serve their chief pur- 
pose as legal-tender money for settling 
interbank payments. 

If a more effective method of settling 
payments were adopted, a further econ- 
omy in the use of gold could be intro- 
duced. If for example, the Central 
Gold Reserve could be administered by 
the Minister of Finance, or some other 
agency along the lines of the Gold Settle- 
ment Fund in the United States, inter- 
bank accounts could be cleared and the 
chartered banks could largely dispense 
with the use of some $115,000,000 
Dominion Notes of large denomination 
which are now employed for making 
payments.** 


2° See Canada Year Book, 1926, pp. 812-814. 

21'The maximum issue of Dominion notes since 
1921 was $262,000,000 in December, 1924. Should 
this maximum again be reached, the $93,000,000 
gold held would just cover the excess redeemable. 


22 Under existing banking laws the reduction 
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With regard to bank notes the 
t in circulation as of March 31, 
stood at $162,000,000. This is 

above the minimum of $150,- 
o which has been constantly in 
tion every year since 1916. The 


u 








4 yws banks to put into circulation 
ax. i special cover a normal “free” 
har up to the amount of their unim- 
a . | paid-up capital | which is at 
ov. a! nt $116,000,000. The reduction 
— pital due to amalgamations in the 
ove veral years has resulted in a cor- 
ta (responding decrease in the amount of 


‘note issue. ‘“Excess’’ circulation 
mount of 15% of capital and sur- 


iS- . 
: i 9 bé c ” 
1, a | if “reserve funds’ would enable 
be nks to issue up to $152,000,000 
{ s ‘i : ° 
ent ¢ crop periods.** Beyond this 
re bank notes must be covered 
for dollar by gold or Dominion 
leposited in the Central Gold Re- 
O.- 
1g ; , 
546,000,000 notes in excess of 
Cs ] : e q ad ~ on - 
luciary issue of $116,000,000 
ur 
: 6) were protected by almost an 
- quivalent of Dominion notes plus 
e of specie totaling $73,000,000 
5 th of assets in the Central Gold Re- 
On- t 
0- D , ° . 
Bank notes may be considered safe 
% overed by the general assets of 
ah" , , : he — 
| nk and Dominion notes. The 
ad 
le. 
it t exceed much over $60,000,000 since banks 
€ 1 to hold 40% of their cash in the form 
the notes and this amounts to approxi- 
20 100,000,000, i.e., 40% of $231,000,000 total 
March 31, 1928, equals $93,000,000. 
OU is of this date $160,000,000, $115,000,000 
ion vaults and $45,000,000 in the Central Gold 
=e Reduction of $60,000,000 Dominion Notes 
Ing . ‘ 
ise $60,000,000 gold leaving a ratio of 
335 33:129—25.3%) 129. 
figures down to 1926 in Canada 
I p. S14. 
x 116125 26: 367116—152. 
ion allows for bank notes expan- 
vai Dominion notes may be borrowed on de- 
iteral consisting of approved securi- 


term paper. It is seldom resorted to, 
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| 
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margin of gold protection allows for 
further expansion. 

But in addition to this account the 
chartered banks held $65,000,000 in 
gold—$48,000,000 in Canada and $17,- 
000,000 elsewhere. Before the war 
they hardly ever held over $25,000,000 
worth of specie on hand (and $20,000,- 
000 abroad) and though their demand 
liabilities are larger today, gold as hand- 
to-hand money is no longer popular and 
the substitution of notes would probably 
serve business purposes quite as well. 
Bank reserves are not much disturbed 
since they pay out only their own notes, 
and notes received over the counter are 
returned automatically to issuing banks. 
Assuming that gold held in foreign 
countries should be kept there for bank- 
ing purposes, there still remains a sur- 
plus of gold in Canada for which there 
is no predictable need either for circula- 
tion or for reserve against notes. 


The practicability of any reduction of 
Canada’s gold reserve depends very 
largely upon the strength and liquidity 
of the banking system and necessitates a 
further examination of the position of 
the chartered banks. 

Turning to the balance sheet, Table 
III, the reader will find an itemized ac- 
count of the quick assets of the combined 


however, on account of the tradition against it and 
would probably not be considered as a method of 
strengthening the banks’ cash position in times of 
banks of the 
Federal Reserve System, we cannot state definitely, 
that 
under conditions of 
lending 


crisis. As in the case of member 


borrowing will not be resorted to 
high 


resources, 


however, 


interest rates and rela- 


tively low where profit possi- 


bilities are in sight. 


“° Computed as follows in millions of dollars: 


| OE ee 22 
Dominion Notes err Rok aacriee 
Deposited with Minister of Finance 
against increase in bank note circu- 
OE Peers Saree a ‘ 6 
73 
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chartered banks for March 31, 1928, 
together with the total net liabilities. 
In addition to cash on hand, three other 
kinds of assets are commonly regarded 


Taste III. Ratio or BANK RESERVES TO NET 
LIABILITIES FOR SELECTED YEARS, 





















































1913-1928* 
= 
| Mar. 31 
1913 | 1917 | 1920 | 1925 1928 
% % % % % 
Cash on hand a5 
Specie and Dominion | 
Notes. «<5. cen anes I1r.9| 9.9 9.6 8.5 
Cash due from banks out- | 
side of Canada........ 3.4 4.0 $.2 2.9 2.9 
Call and short loans else- 
where in Canada.......} 8.1 8.9 7.7 9.4 8.7 
Securities sh ia | 8.5 | 22.2 | 34.5 | 23.6 20.0 
Total Reserves..........] 31.1 | 45.9 | 35.2 | 45.5 40.1 
| 
*Statistics based upon averages of monthly returns. Adapted 
from Table in Canada Year Book 1926, p. 827; Figures for 
March, 1928, computed from balance sheet above. 


as reserves. They should more properly 
be considered as “secondary” reserves, 
since they depend upon their convert- 
ibility into cash before they are available 
for liquidation of cash liabilities. Con- 
vertibility, however, is easily effected 
due to Canada’s proximity to the United 
States and its ready access to the New 
York money market. These liquid 
assets are (1) cash balances in banks 
outside of Canada; (2) call and short 
loans (chiefly in the New York mar- 
ket); and (3) readily marketable se- 
curities.*”7 Since they differ somewhat 
in the degree of their liquidity separate 
percentages are given in Table III. 

It appears that a large proportion of 
the assets of Canadian banks are in a 
very liquid condition and that in any 
period of financial stringency the credit 
resources of the United States would 
be available at a moment’s notice 


"7 See Canada Year Book, 1926, p. 825. 
“8 $120 million gold 
$954 million notes & deposits 
equivalent to a ratio of 4% against total net liabili- 
ties ($2,865 millions). For figures refer to 
Table II. 








= 12.5%, which is 
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through intimat€ connections between 
Canadian branches and correspondents 
in New York. Nor is there any doubt 
that the Dominion Government could 
negotiate substantial loans in New York 
to meet any untoward contingencies. 

If we can assume that as of March 
31, 1928, the chartered banks held some 
$20,000,000 gold in excess of needs, and 
that $60,000,000 to $70,000,000 more 
gold could be released from the Do- 
minion note account, we may conclude 
that a maximum of $80,000,000 to $90,- 
000,000 gold might be considered dis- 
posable for other use. Allowing for 
contingent increases in the amount of 
note and other demand liabilities, $50,- 
000,000 to $60,000,000 free gold might 
be made available for more productive 
employment than merely serving as idle 
reserve. 

The effect of such < reduction, if ap- 
plied to Dominion notes’ only, would 
mean that the gold ratio would be de- 
creased from 44% to less than 20%, 
leaving bank gold conditions unchanged. 
Or, if the gold were subtracted in part 
from the Dominion note account and i1 
part from bank reserves, the ratio ¢f 
the former would not be sc greatly 
affected and the latter would be reduced. 
Taking both types of notes into account, 
a reduction of $60,000,000 gold would 
still leave a ratio of gold to total motes 
in circulation of 40% ; and against notes 
plus demand deposits, $120,000,000 
gold remaining would leave a ratio 0 
12.5%.” 

This estimate of $50,000,000 to $60, 
000,000 disposable gold may f° 
checked in two other ways: first with 
respect to notes. The total maximu§™ 
circulation of March, 1920, was $402,+ 
000,000. Fixed business needs for Do- 
minion notes as determined above are 
$173,000,000 and the maximum normal 
fiduciary note issue of banks is $116, 
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19 a total of $289,000,000; $402,- 
100 minus $289,000,000 equals 
» 900,000, the most that would be 


:. = 


presented for redemption under condi- 


tions of greatest note expansion. Total 
| held $180,000,000 minus $113,- 
10 equals $67,000,000 “‘free”’ 


\gain, on the basis of American expe- 
e we may assume that the follow- 
percentages of gold are adequate 


rures in millions of dollars) : 


redemption fund against 366 
antes BONNE 606 ckeus ey 
gold reserve against 650 de- 

nd deposits thea tat ae bee eae (45-65) 
ld reserve against 1900 time 

pas 57 

Leer 120-140 


rold $180 minus $120-140 
‘rve needs equals $40-60 ex- 


sor “free” gold. 


V'I. Canadian Gold Needs 


\ further question must be consid- 


ry 


perhaps the most important one 
ting to the Canadian gold problem, 

What is the likelihood of serious 
lrawals of gold from Canada— 
drawals which might impair the 
the monetary and credit 
ure? The chief factors which in- 
e the condition of gold in the coun- 
re as follows, and we will give each 
ftreatment: the country asa finan- 
the. organization of the 
king system; the price level; the bal- 

of trade; foreign capital invest- 
ts and debt payments abroad; gold 
production; and ex- 


sth of 


+ 


CERTCE * 


ments and 
notes. 

e most obvious difference between 

ind Great Britain or the United 

es is that the latter two are world 

rs, constrained to maintain sufh- 

t gold reserve to meet not only do- 

demands but also the claims of 


business creditors the world over who 
have established rights to draw gold. 
They are essentially lending countries, 
whereas Canada is still a borrowing na- 
tion with its own resources employed 
chiefly at home and with few foreign 
obligations threatening sudden and 
heavy withdrawals of gold. 

With regard to its banking organiza- 
tion there exist in Canada only nine tn- 
stitutions serving the public through 
some 4,000 branch offices; and, though 
the country is not so compact as is Great 
Britain and lacks a central bank or a 
Federal Reserve system, the banking 
situation is under more effective control 
than in our country where we have some 
28,000 independent banking institutions. 

The course of prices in Canada has 
followed substantially the same changes 
that we have experienced in the United 
States. Compared with pre-war condi- 
tions both commodity prices and the 
general cost of living moved closely with 
the corresponding indexes for the 
United States. Since 1922 prices have 
remained relatively stable, fluctuating 
slightly between 150 to 160 on the pre- 
war base.” We may conclude that 
prices now stand on a deflated gold 
parity. 

With the exception of the fiscal year 
ending March 31, 1921, the merchan- 
dise balance of trade has been contin- 
uously favorable to Canada from 1915 
on, and since 1922 excess exports over 
imports have been increasing at a pro- 
gressive rate.*” From 1916 to 1920 the 
large balances in favor of Canada were 
due in part to credits advanced to Great 
Britain and allied countries; but, since 
Great Britain has made complete repay- 
~ $9 See Canada Year Book, 1926, pp. 729, 739-7413 
Federal Reserve Bulletin, April, 1928, p. The 
Financial Post Year Book, 1928, pp. 150, 151. 

3° See diagram, Canada Year Book, 1926, p. 456; 
The Financial Post Year Book, 1928, Charts 139, 
142. 
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ment of amounts due the Canadian gov- 
ernment on open account, this factor in 
accruing favorable balances is not now 
present and recent growing credits have 
been due to trade factors. Such credits 
have aided materially in keeping the 
Canadian dollar at parity in New York 
by providing means of paying obliga- 
tions due in the United States. 

As a result chiefly of war-time bor- 
rowing, the present public debt of Can- 
ada is about $2,250,000,000. Refund- 
ing operations, which began in 1922, 
have resulted in making about 80% of 
the national debt an internal obligation, 
so that interest payments made on this 
account outside the country are rela- 
tively small.” 

With regard to the industrial financ- 
ing, capital from the United States has 
been invested in Canada in growing 
volume since 1918. It is estimated that 
this amount has increased from $636,- 
000,000 in 1913 to nearly $3,000,000,- 
000 in 1928, two-thirds of which is said 
to have gone into industrial enterprises 
government and 
enterprises.** 
at $2,- 


and the balance to 
guaranteed 
investments, estimated 
have been reduced to 
$2.000.000.000 at the present 


government 
British 
700,000,000, 
about 
time. 

From 1920 to 1928 the imports and 
exports of gold coin and bullion have 
Table IV. 

Though a drain of some $80,000,000 
has taken place during this period, it 
has not resulted in any significant lower- 
ing of gold holdings on the part of the 
The ebb and 
flow of gold is not shown to be partic- 


een as shown In 


eovernment or of banks. 


ularly strong. It moves out generally 
See Tables in Canada Year Book, 1926, p. 777; 

The Financial Post Year Book, 1928, p. 167. 
Federal Reserve 

The Fin i! Post Year Book, 1928, p. 237. 


Bulletin, July, 1926, p. 536; 


Taste IV. Exports oF Gotp CoIN AND BULLIon, 























1920-1928 

Year Imports Exports | Net Exports 
eee 50 50 ‘als 
ee 2% 34.1 | 26.9 
ee 4.8 23.3 18.5 
ae poe 26.5 27.5 1.0 
BOBS. «000% 3-5 25.4 21.9 
eer 4.3 4.9 8 
ee 51.4 7 9.7 
yy eee 42.3 4.0 —=g7.% 
O08. <1 

178.7 240.3 61.6 

Sources: Canada Year Book 1928, p. 8; Royal Bank of 


Canada, Statistical Department. 
*Estimated to July 20th 


PGE EE 6 kv econdesecactedcedéacecacot 23.6+ 
UE Sir dawigesnhedasceon@uxamen .6— 
ee SE. 6 ovcticabesacsnascsmevsenwwaee 


due to mined metal which serves to 
maintain domestic gold requirements as 
well as to meet partial requirements for 
export. Since the rich Porcupine and 
Kirkland Lake areas have been opened 
up, Canada is becoming a gold-produc- 
ing country of increasing importance, 
and recent discoveries in Ontario and 
Quebec will probably add to gold re- 
sources available for export. (See 


Table V.) 


TABLE V. PRODUCTION IN CANADA AND PERCENT- 
AGE OF ToTAL WorLD PRODUCTION 














l 
| 
Per cent of 
Year | Canada Canada to World 
——_—_—_—|— ‘eacunalth net 
IQ14 $15,900, 000 3.6 
IQIS 15,800,000 4.3 
1921 19, 100,000 5.8 
1925* | 35,700,000 9.1 
1927* | 38,130,000 9.5 
SOURCES Federal Reserve Bulletin, July 1926; Canada Year 
Book 1926, p. 336; Royal Bank of Canada, Statistical De- 
partment; U. S. Bureau of the Mint and S. Montague & 


Co., London, for World Gold Production. 
*World gold production about $400,000,000. 


As a result of a growing volume of 
excess imports and credits from the 
United States, in conjunction with the 
extension of credits to the United King- 








— 


eae re te oe 


———_ Se ol 
- ¢ CN 





Bias sdnc. 


NT- 





Year 
De- 
ie & 


of 
the 
the 
ng- 














] 


Ah. 





THE CANADIAN GOLD SITUATION 17 


dom, Canadian exchange suffered a de- 
cline in 1918. It was sustained for a 
while by the use of American balances 
in New York which were available to 
the Canadian Government; but, with 
the “unpegging” of the pound sterling, 
the Canadian dollar dropped to a low 
area of about 10-15 % discount in 1920- 
21. With an improved trade and debt 
balance with the United States and re- 
payments of credits extended by Canada 
to Great Britain, parity was regained in 
1922, and though it receded again 
slightly in 1923-24 (2-3%) it has re- 
mained virtually at par since July, 1924. 
There seems little likelihood now that 
fluctuations will touch the gold points** 
except seasonally. 


Vil 


\e may now summarize the conclu- 
sions to which the foregoing observa- 
= lead concerning the reduction of 

anada’s gold holdings. 

Two approaches were made in deal- 
ing with this problem: (1) the com- 
parison of the strength of the Canadian 
monetary system, the present in relation 
to the past, and with respect to like 
systems in the United States and Great 
Britain; (2) the examination of the min- 
imum monetary needs of business in re- 
lation to gold reserves. 

Historical comparison shows present 
gold reserve against notes to be lower 
than in the period just prior to the world 
war, but under present conditions 
ample, and perhaps much higher than 
need be.** The ratio of gold to total 


‘Our gold 
99.828 cents. 


import point now approximates 
Since June rst some $23,600,000 gold 
has been exported from Canada; the exchange at 
the time of writing (July 2zoth) is at a discount of 
3g of one per cent. Chicago Evening Post, 


July 20, 1928. 
Page 7. 86 Page 7 
’ Page 9. 88 Page 15. 
’Page 12. 49 Page 13. 


liabilities is low, but could be further 
decreased without cause for apprehen- 
sion.*® 

Foreign comparisons with the United 
States and Great Britain are significant 
in that they show the gold situation of 
Canada to be relatively strong,*’ despite 
the fact that Canada is not subject to 
the same financial demands that con- 
stantly act as potential threats to disturb 
the London and the New York money 
markets.** 

Approaching the problem from the 

point of view of business needs, we 
noted that a very large proportion of 
notes now issued and in circulation are 
constantly in demand and though repre- 
senting claims to gold as long as the 
country pretends to be on a gold stan- 
dard basis, these would not be presented 
for redemption even in the most stag- 
nant periods of business depression.” 
We concluded that that part of the Do- 
minion note circulation uncovered by 
specie might well be increased, thus re- 
leasing a corresponding amount of gold 
(an amount not exceeding at the present 
time $60,000,000). With the adop- 
tion of an improved clearing system it 
was suggested that the Central Gold Re- 
serve be administered as a settlement 
fund for interbank transactions, but 
other agencies might be more feasible 
and could be easily established. The 
volume of Dominion notes now used to 
settle interbank payments could be 
largely disposed of, thus releasing a still 
greater amount of gold reserve. 

We noted that the chartered banks 
could also afford to reduce their gold 
holdings. They hold more gold re- 
serve today than they did in the pre-war 
period; they are stronger and in a more 
liquid position than ever before in their 
history. The proximity of Canada to 
the United States and the close relations 
of the banks to the New York money 








18 HARVARD BUSINESS REVIEW 


market enable them to hold exchange 
which can be converted into gold when 
needed at a moment’s notice. The use 
of paper currency as circulating media 
instead of gold coins and the closer rela- 
tions between larger and fewer banks 
make the use of reserves more effective 
and make safe a smaller reserve ratio 
than had formerly to be kept to insure 
security of the banks’ obligations. 

It is conservatively estimated that 
$50,000,000 to $60,000,000 gold might 
be disposed of by the government or by 
the government and banks.*' Obviously 
this reduction would decrease gold re- 
serve ratios—below corresponding fig- 
ures for the United States and Great 
Britain, but this would not be a dispro- 
portionate change since Canada does 
not, by nature of her business and for- 
eign financial relations, have to keep as 
large a gold reserve as countries doing 
the bulk of the world’s foreign financing. 

These analyses are unsatisfactory at 
best. The economic effects of the reduc- 
tion of gold reserve can hardly be 
treated mathematically, since so many 
immensurable things have been left out 
of account. Even though it is possible 
to reduce the reserve by $50,000,000 
without impairing the stability of the 
monetary system, it does not necessarily 
follow that this would not affect the 
level of money rates, exchange rates, the 
movement of security prices and finan- 
cial and trade conditions generally. The 
domestic effects would obviously be 
more marked if conditions were sensi- 
tized by concurrent similar changes in 
the United States—when, for instance, 
due to gold exports and trade condi- 
tions, money rates should become 
tighter in this country while Canada was 
in the process of losing gold. These 
changes cannot be accurately foreseen. 
It seems improbable that adjustments 
would not have to be made, and that 


some of these would not be unfavorable. 

For these very reasons it is not neces- 
sary to determine the actual amount of 
gold reserve which could be released for 
other uses. When once decided that the 
amount is at present larger than neces- 
sary, steps could be taken either by the 
banks or by the Dominion government 
to convert gold gradually into earning 
assets or to use it in liquidating obliga- 
tions. The policy could be carried on 
slowly and carefully watched in the 
process. If adverse effects became evi- 
dent, gold reduction could be stopped or 
excessive withdrawals corrected by loans 
or reconversion of liquid assets. 


VIII. Advantages and disadvantages of 
reduction in Gold Holdings 


Interest on the public debt amounts to 
about $122,000,000, an average rate of 
5.48% on a funded debt of about $2,- 
22 5,000,000.** 

If $50,000,000 gold could be dis- 
posed of by the government it would re- 
sult in an interest saving, @ 5%, of $2,- 
000,000 annually and note circulation 
would still be protected by a 50% gold 
reserve. This amount seems small, to 
be sure; it is barely half of one per cent 
of the total taxation $385,000,000 for 
1927,* but in view of the government’s 
relative poverty and the high tax rates 
which business is called upon to bear, 
every relief, however small, should be 
considered as an aid in lightening the 
burden. Increased gold _ production 
would soon make up the difference and, 
in any case, Canada could depend on 
the United States for gold when needed. 

Canadian barks have already con- 
verted large amounts of their resources 


“1 Page 14. #2 1927. 


48 Financial Post Year Book, 1928, p. 167; Canada 
Year Book, 1926, pp. 760, 761, 766 for previous 
years. 





S238 WARSI Eee a i ae 








ers 


able. 
eces- 
nt of 
1 for 
t the 
eces- 
y the 
ment 
ning 
liga- 
d on 

the 

evi- 
-d or 
oans 


ts to 
e of 
$2,- 


dis- 
1 re- 
$2,- 
tion 
zold 
|, to 
cent 
for 
nt’s 
ates 
ear, 
1 be 
the 
tion 
ind, 

on 
led. 
con- 
rces 


nada 
rious 














THE CANADIAN GOLD SITUATION 19 


into earning assets abroad, as shown in 
the tables on pages 3 and 14, but, if they 
could go further in this process, some of 
the $48,000,000 gold held at home could 
be made to draw interest by putting it 
on call or investing it in short paper or 
marketable securities in New York, 
where it could be easily withdrawn. 

If Canada’s gold holdings were sub- 
stantially large it might be argued that 
she could assume part of the burden or 
responsibility of aiding European coun- 
tries to get back on a sound gold basis. 
But since $180,000,000 constitutes so 
insignificant a proportion of the world’s 
total monetary gold supply of approxi- 
mately $10,000,000,000, and _ the 
United States holds so large a percent- 
age, over 40%, it does not seem prob- 
able that Canada could do anything to 
help solve monetary problems abroad. 
It appears that the United States must 
bear the expense as well as the responsi- 
bility of controlling the huge excess of 
gold, using it as a buffer against price 
fluctuations both in this country and else- 
where. Should Canada part with some 
of its gold through payment of its ex- 
ternal debt, it would undoubtedly find its 
way to the United States thus adding to 
its already costly stock. It has been 
suggested that she might advance it to 
England and the other Dominions to 
aid in strengthening their reserves, but 
this process would not differ in effect 
from investing it in the United States, 
from which point it would be distributed. 

Whatever one’s attitude may be in re- 
gard to the relative amount of gold held 
in Canada this much seems clear, viz: 
if increasing quantities of gold be ac- 
cumulated they must not be allowed to 
form the basis of too great a credit ex- 
pansion.** Nor must the gold held be 
hoarded to the extent of increasing gold 


‘Recent Federal Reserve policy has been criti- 
cised on this score. 


values too greatly. The chief objective 
of a well formulated gold policy is to 
regulate the currency and credit based 
upon an adequate but not excessive gold 
reserve so as to provide business with 
accommodations adjusted to its needs. 
A fairly stabilized level of business is 
the best test of the success of such a 
policy; for, though production may not 
be directly subject to bank or govern- 
ment regulation, those influences affect- 
ing general prices which involve money 
and credit are undoubtedly under con- 
trol to a large degree. 

Canada has taken a significant step 
forward in returning to the gold stan- 
dard; her national debt is completely 
funded and the major portion is an in- 
ternal obligation; her trade balance is 
growing more and more favorable and 
“invisible” items in her balance are in- 
creasing; her banking system is stronger 
and in a more liquid position than at any 
time in her history; gold production is 
increasing; and all factors are favorable 
to this policy of utilizing superfluous 
gold for conversion into earning assets 
or for reducing her liabilities. 


(Note: Since this article was writ- 
ten certain forces have already come into 
operation which may change the general 
conclusion that Canada should at this 
time further reduce its gold holdings. 
The United States has exported during 
the last year some $600,000,000 of 
gold, and Canada has lost nearly $25,- 
000,000. This fact, together with the 
active speculative and commercial de- 
mands for funds, has caused money 
rates to tighten rigorously. Under such 
conditions it may well be advisable to 
postpone that conversion of gold into 
earning assets until a time when credit 
conditions are easier and the gold re- 
serve is not needed as a basis for an 
augmented credit expansion. ) 








ANALYSIS OF WHOLESALERS’ 
OPERATING COSTS 


By THOMAS M. McNIECE 


PY HE highly competitive conditions 
under which business is now con- 
ducted has resulted directly and in- 

directly in a greatly increased cost of 

selling and distributing merchandise. In 
the sharp struggle for greater sales vol- 
ume, the 


volume has been too frequently ignored. 


cost of securing this increase in 


lor many years we have devoted much 
effort toward cost reduction, but unfor- 
tunately, this undertaking has been re- 
stricted principally to the field of pro- 
duction with little or no similar effort 
expended on the activities of selling and 
The continued trend to- 
1 cost of distribution has 


distribution. 

ward increase¢ 
in many cases resuited in a wide margin 
between cost of production and cost to 
the consumer. If an increase in cost to 
the consumer is the result of improve- 
ment in quality, a definite advantage to 
exist and the increase 
may be An in- 
in the cost of distribution, how- 


the consumer may 


economically justified. 


crease 

ever, adds nothing of value to the prod- 

uct itself. It may or may not be justi- 
d by making the product more acces- 


sible to the consumer. Distribution cost 
has increased to such an extent that the 
increase cannot be justified by quicker 
availability to the consumer. As a large 
factor in the ultimate cost of merchan- 


dise, cost of distribution merits inten- 
sive study from any angle of approach 
which may bring useful facts to light. 


a very general term 
embracing a wide Mer- 
composed of a tremendous 


Distribution is 
held of activity. 
ch: ndise is 
individual products and yet 
data are available on the cost 


of distributing any one product. Aver- 
age figures on cost of distribution in 
some lines of trade have been available 
for some time, but these can be of little 
or no assistance in determining what it 
may cost to distribute specific products. 

National Carbon Company manufac- 
tures and markets a group of products 
whose ultimate use is confined largely to 
individual consumers. The distribution 
of these products is therefore very wide- 
spread. In accomplishing this distribu- 
tion the wholesaler or jobber is a most 
important agent. Methods and condi- 
tions of distribution are undergoing 
rapid changes. Those who are unaware 
of the extent and nature of these 
changes are unprepared to meet them 
and are necessarily handicapped in the 
severe competitive struggle. 

In view of these conditions, it is most 
natural that National Carbon Company 
should be vitally interested in the prob- 
lems and costs of wholesale distribution. 

An investigation was made to secure 
whatever information was available on 
the cost of wholesale distribution in 
those divisions in which National Car- 
bon Company is interested on account 
of the nature of its products. The re- 
sults of a number of studies were exam- 
ined. Notable among these were the 
bulletins published by the Harvard Bu- 
reau of Business Research on the cost of 
wholesale distribution in several divi- 


sions of wholesaling. These studies are 


carefully compiled and furnish a great 
amount of valuable information on job- 
bers’ costs but, of necessity, afford no 
data of one type in which National Car- 
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yn Company is most vitally interested ; 
at is, the relative cost of handling 
various classes of product.’ 


I 


The plan adopted for this study re- 
uired an intimate knowledge of oper- 
ing costs and other data pertaining to 
various classes of jobbing trade. ‘This 
ould be secured only from the jobbers 
emselves. Jobbers were consulted 
pon the subject and when advised of 
the purpose and nature of the undertak- 
ing, most willingly agreed to cooperate 
in the work by granting permission for 
examination of their records and tabu- 
lation of the data. These records were 
made in the fall and winter of 1927-28 
and include forty-three jobbers in 
twenty-seven states. These forty-three 
consist of eleven electrical, thir- 
teen hardware, eleven automotive and 
ght drug jobbers. The selection of 
jobbers both individually and territori- 
lly was made with a view to securing 
best composite or average picture 
that could be made. A definite attempt 
was made to avoid any extremes that 
might not be fairly typical of the jobbing 
held. 

In making the investigation, detailed 
records were compiled in the jobbers’ 
oflices covering two months’ business— 
one spring month and one fall month be- 
ing selected in order to insure represen- 
tative conditions. Operating expenses 
ind sales for the combined two-month 


1obbers 


*The problem then confronting the company was 
the determination of a method by which such an 
analysis might be made. Professor M. T. Copeland 
of the Harvard School of Business Administration, 
was called in as a consultant. The method finally 


adopted was recommended by Professor Copeland 
and, through the period of the collection of data 
and analysis of results, he has kept in touch with 
the progress of the work and with the methods 


used, 
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period were compared with the actual 
expenses and sales for the twelve-month 
period. If the figures collected for the 
two-month period were not approxi- 
mately one-sixth of the corresponding 
data for twelve months, the data were 
not included in the summaries. In order 
to indicate the scope of this study, it may 
be said that the combined totals of the 
forty-three jobbers of the four classes 
for the two-month period were as fol- 
lows: 


+ 


erry $7,269,796.50 
380,895 
1,930,545 


Sales .... 
of Orders...... 
Me. OF T0GMN. .. occas 


The total sales of the group are there- 
fore equivalent to approximately $43,- 
600,000 annually. 

As was previously indicated, a most 
important phase of this survey was to 
develop a means of measuring the job- 
ber’s cost of handlir _—ecific products 
as distinguished fro, .«s average cost 
on all of the products in his whole line. 
A search for any existing methods of 
meeting this problem disclosed nothing 
that would serve as a precedent. This 
study was therefore attempted in the 
same way and in the same attitude that 
would be followed in conducting a lab- 
oratory experiment. The final results 
may not be the last word in the develop- 
ment of a satisfactory method, but if 
not, they should assist the jobbers in 
formulating methods leading to definite 
conclusions. 

The method adopted in this survey 
has two distinct advantages: 

It can be readily applied by any jobber. 

2. It can be applied with a degree of uni- 
formity that will result in comparisons of 
real value among jobbers. 


II 


In the consideration of the profit or 
return to the jobber from the sale of 








No 
N 


various products, the most troublesome 
problem is the distribution of operating 
expense to products. It is because of 
this difficulty that so little progress has 
been made in establishing a satisfactory 
method of expense distribution. Oper- 
ating expenditures are ordinarily made 
for the benefit of many or all products 
jointly. The problem of determining 
the proportion of these expenditures 
which may be fairly charged against the 
individual products is, therefore, one of 
real complexity. 

The key to the method adopted herein 
lies in the fact that the operating ex- 
penditures are available not in a grand 
total only, but in subdivisions or classi- 
fications, each one of which represents 
a basic need for the expenditure of 
money. It is, therefore, a most natural 
step to consider what may be the pre- 
dominating influence governing each of 
these detailed expenditures. 

In cost of wholesaling, selling expense 
is usually one of the largest if not the 
largest class of expenditures and there- 
fore one of the most important. This 
division of cost includes separately, 
“Salesmen’s Salaries, Commissions and 
Expenses,” “Catalog,” “Advertising,” 
and miscellaneous “Other Selling Ex- 
pense.”’ Of this group, ‘‘Salesmen’s Sal- 
aries, Commissions and Expenses” con- 
stitute the most important division. 
Upon what basis can this expense be 
divided most equitably among the prod- 
To arrive at a conclusion on this, 


‘ 


ucts ? 
another question should be answered. 
In the sale of the various products, what 
is the principal factor influencing the 
salesman’s time? Consideration of the 
practise of jobber salesmen leads to the 
conclusion that there is relatively little 
time spent in what may be termed “per- 
suasive selling of individual products.” 
On the other hand, the relatively large 
number of items on the salesman’s list, 
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number of salesman’s calls per day, and 
the buying habits of dealers all point to 
the conclusion that the jobber salesman’s 
effort in this respect may be described as 
“order taking.” The use of the term 
“order taking” is not intended to imply 
in any way that “salesmanship” is not 
required on the part of the jobber sales- 
man. Salesmanship is required, but it is 
believed that this persuasive effort is 
applied to selling the service of the 
salesman’s firm rather than to the selling 
of individual products of the many 
which he is prepared to supply. If this 
is true, it is evident that the cost of such 
selling effort must be considered as ap- 
plying to those goods which are actu- 
ally sold. In this case, the principal gov- 
erning factor is the number of items. 
It takes essentially no longer to list an 
item for $10.00 than it does to list one 
for $1.00. In other words, the time re- 
‘quired is quite independent of the value 
involved. Therefore, the salesman’s 
time required for taking care of his or- 
ders is dependent chiefly on the number 
‘of items on the order. To be sure, com- 
missions as a rule are often dependent 
on sales value, but inquiry leads to the 
conclusion that commissions constitute a 
very small proportion of the total 
classification when the whole field is con- 
sidered. Asa result of these thoughts, 
the decision was reached to charge this 
element of selling cost to the various 
products on the basis of number of items 
of the products handled during the pe- 
riod. In the event that commissions 
based on values are of major impdrtance 
in individual cases, it is only necessary 
to distribute this element on a value ba- 
sis. Catalog and advertising expendi- 
tures, if properly controlled and propor- 
tioned, undoubtedly follow more closely 
the relative value of sales to be ex- 
pected. It certainly is true that large 
catalog and advertising expenditures 
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would not be incurred on products of 
small sales value. In view of these con- 
litions, it is logical to allocate these ex- 
ses to product on the basis of rela- 
values of the products sold. Mis- 
ineous “Other Selling Expenses”’ is 
-oad classification. Without specific 
rmation to the contrary, it appeared 
distribution on a value basis would 

. fair method of division. 
Another class of expense most impor- 
nt to the jobber is warehouse cost. 
[his is also subdivided into a number of 
lividual items, principal among which 
“Wages of Receiving and Shipping 
Force.” One of the outstanding charac- 
ristics of the jobbing business in many 
ies is the great number or variety of 
products handled, reaching a total of 
y thousands in some cases. This 
vast array of commodities must be re- 
eived, checked, stored and upon receipt 
of the dealers’ orders, issued, repacked 
many instances, and finally shipped. 
In no case is a variety or a group of 
products handled en masse. Rather 
this, each individual item must be 
received, checked, stored, issued, and 
packed. Considerifig the nature of these 
tivities, it seems that the controlling 
factor in the distribution of warehouse 
vages to products is the number of items 
ndled and it is on this basis that this 
ment of expense is charged to prod- 
s. ‘Packing Material’? and ‘Out- 
und Trucking” are also pro-rated to 
product on an item basis, while “Out- 
und Freight” is charged on a value 
sis. In the absence of weight, class 
| distance factors, this is considered 
be the most accurate available basis. 


t 


\dministrative Expense’”’ constitutes 
her large element of the jobber’s 
ts. It is made up of a number of 
ssified expenses, chief among which 
Salaries” and “Office 
Without doubt, 


“Executive 
ries and Bonus.” 


dependent of value. 


the executives of the business in the va- 
riety of their duties give part of their 
time to the consideration of problems 
pertaining to individual products, and it 
is logical to conclude that those products 
of most importance merit and get the 
most attention. In general, the prod- 
ucts of most importance are those sold 
in the greatest volume, measured in dol- 
lars and cents. On the other hand, a 
large share of executives’ time is given 
to problems concerning personnel in one 
form or another. The personnel in- 
cludes, of course, salesmen and ware- 
house employees, both of which classes 
have already been considered, as well as 
the office employees. The number of 
items handled has a tremendous influ- 
ence on the number of office employees 
necessary. Pricing, typing, checking, 
invoicing, and all of the various office 
duties are largely dependent on the num- 
ber of items involved and are quite in- 
Just as much time 
is required and as many operations in- 
volved on an item of $1.00 as on an item 
of $10.00 value. 

Since the personnel required is so 
largely dependent on the number of 
items handled, the problems involved in 
the administration of personnel may 
likewise be considered as dependent 
largely on the items handled. As a re- 
sult of this consideration ‘Executive 
Salaries” is charged to cost of product 
on a divided basis, partly in proportion 
to value and partly in proportion to 
number of items sold. The proportions 
upon which this and all other divisions 
are made are indicated in the table im- 
mediately following this discussion on 
methods adopted. 

Inasmuch as the cost of office person- 
nel is governed principally by the num- 
ber of items as just previously outlined, 
this class of expense is pro-rated to 
product in proportion to the items of 
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In a like manner, other 
expense are 


product sold. 
administration 
harged to the various products on the 
asis indicated in the table. For the 
sake of brevity, it is deemed expedient 
to omit a detailed discussion of the rea- 


items of 


4 
b 
i 


soning leading to a decision on each 
classification of expense. 

‘Fixed Expense” is a classification of 
charges that frequently does not lend it- 
self readily to allocation to product. 
However, consideration of the nature of 
the individual components of this class 
will throw sufficient light on the subject 
to permit a reasonable pro-ration of 
these charge es to product. 

Rent in any one location is dependent 
largely on floor space requi ired. [Floor 
space required is in turn dependent 
partly on the number of people required 
in the business and partly on the stocks 
carried. Space required for merchan- 
dise is influenced mere than is commonly 

number or variety of 
There is always a high 
percentage of space (considered on a 
cubic-foot basis) wasted by the necessity 
of maintaining complete separation in 
bins and on shelves of a large variety of 
items. Warehouse space required is also 
largely dependent upon rate of turnover 
attained. Turnover may be defined as 
the number of times per year the aver- 
age inventory of a given product is sold. 
It is secured by dividing the annual sales 
of the product at cost price by the aver- 
age inventory of the product at cost 
price. This gives a figure which is a 
measure of the rapidity with which the 
investment in inventory is turned over. 
Only half the actual storage space is re- 
quired for a product with a turnover 
rate of eight times a year that would be 
required if the product had a turnover 
rate of four times a year. It seems logi- 
cal, therefore, to pro-rate the cost of 
rent on the bases of items and turnover. 


realized by the 
items carried. 
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In view of the fact that the more rapid 
rate of turnover means a smaller pro- 
portionate charge for rent, it was neces- 
sary to develop a method for applying 
this distribution of charges inversely; 
that is, the greater the turnover, the less 
the proportion of charges pro-rated on 
turnover. The method may be described 
as follows: 

If the average rate of turnover attained on 
the whole line had been attained on each prod- 
uct on the line, the investment in each line 
would have been with sufficient accuracy di- 
rectly proportional to the sales on each line 
and all products would have taken in the same 
proportion a share of the turnover expense. 
The share of turnover expense to each product 
was worked out on this basis and this amount 
was then multiplied in the case of each product 
by the ratio that the average rate of turnover 
on all products bore to the rate attained on the 
individual product. When these calculations 
were completed, the difference between the 
total turnover expense and the total charged 
to the individual products was necessarily 
charged to all lines other than the individual 
products under investigation. 

Heat, Light and Power are propor- 
tional to space occupied and the charges 
therefore follow the same division as 
“Rent.” 

Taxes are largely influenced by 
amount of capital invested. The amount 
of capital invested is dependent on the 
volume of the business and on the rate 
of turnover. As was pointed out in the 
case of ‘“‘Rent,’’ but half the investment 
in inventory is necessary if the product 
has a turnover of eight times a year that 
is necessary if its turnover rate is four 
times a year. Therefore the allocation 
of taxes to products is made on the basis 
of value and of turnover. The same 
reasoning applies to the charges for “In- 
surance”’ and “Interest.” 

‘Repairs to Equipment” and ‘“Depre- 
ciation” by their nature should be con- 
sidered together. Investment necessary 
in equipment follows largely the element 
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personnel required, and ‘Repairs’ 
“Depreciation” are therefore dis- 
ited on the basis of items. 

losses from Bad Debts and Miscel- 
us Charges are distributed on the 


’ value as indicated. 
Ill 


will be seen as a result of this dis- 
yn that the three following bases of 
= aaa ii 

nga yoooers operating costs to 
ict have been used: 

les value of the various products. 
Number of items of the various products. 
lurnover attained on the various prod- 


\fter the amount of expense charged 
h product on each basis has been 
mined, the total expense to each 

luct may be determined simply by 
¢ the three components together. 

lable I shows the division of the 
a charges on the three bases. 


is fully realized in submitting this 


1. PERCENTAGE DISTRIBUTION OF JOBBERS’ 
OPERATING EXPENSE 


No. of | Turn- 


Value Items over 
Salary, Commission and 
I 
g Ex é | : 
a | 
g and Shipping | 
I 
| ial I 
Express Prepaid I 
] t Trucking I 
10use Expense I 
Salaric 7 
ind Bonus I 
| I 
| I 
| I 
and Telegraph | I 
Buying and Management | 
} 
I | 
| 
e450 | 25 75 
Light, Power, and Water | | 25 | 75 
Equi nt I 
1 10 | 
est | S | | 5° 
rom Bad Debts I 
ineous I . 





wn 


method that conditions peculiar to indi- 
vidual business may exist, but it is firmly 
believed that any changes or modifica- 
tions made as a result of these condi- 
tions would be of minor importance and 
would probably in a large measure offset 
each other. As was previously pointed 
out, this plan provides a method which 
can be easily applied by any jobber to 
his own business in a study of the prob- 
lem of varying costs of handling ditler- 
ent products. It also furnishes a means 
of standardization in method among 
jobbers by means of which comparative 
studies of great value can be made. 

All of the data used in compiling this 
study were secured directly from the job- 
bers’ records by the special accountants 
of National Carbon Company, who, 
with the assistance of the jobbers, com- 
piled the data in the jobbers’ own offices. 
These data have not been altered or ad- 
justed in any way, and the results should 
therefore be thoroughly typical of the 
fields investigated. 

It has been previously stated that one 
of the major objects of this investigation 
was the development of a method for 
determining the cost of handling specific 
products. Jobbers ordinarily handle 
thousands of different commodities. It 
is obvious that it is not feasible in this 
study to determine the cost of handling 
very many individual products out of 
this large number. Many manufactur- 
ers are necessary to supply the great 
variety of items carried by the average 
jobber, and any one manufacturer will 
usually supply but few of them. This is 
true in the case of National Carbon 
Company. It is also obvious that in 
making this investgation the company 
would be limited to a detailed study of 
its own products. For these reasons, 
where data are displayed for separate 
products, the division indicated will be 
for products numbered from one to four 
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inclusive with all other products in- was not undertaken in the attempt to 
cluded in a fifth class and totals embrac- substantiate any preconceived opinions, 
ing the jobbers’ entire line. This study but rather to develop facts in order that 


Tasie Il. CompaRATIVE EXPENSE RATIOS 







































































—=— = —————_—— == 
Percentage of Total Expense Percentage of Sales 
Elec. | Hdware. | Auto. Drug Elec. | Hdware.} Auto. Drug 
Av. Annual Sales Each $660, 000)/$1, 390,000} $759, c00/$1, 240, 000 
Av. Annual Expense | 
Each : | 105, 000 232,000 157,500 180, 500 
Salesmen’s Salary, Com- | 
_ Mission and Expenses. | 27.51 31.32 32.69 28.10 4.37 5.22 6.79 4.09 
Catalog. ea : 26 1.28 1.13 .O4 .O4 .21 .23 OI 
Advertising ; 1.63 1.30 2.74 .57 .26 .22 is7 08 
Other Selling Expense. .| 2.36 1.06 52 5.88 .38 .18 eS 16 
a ia wert i j 
otal Selling ins 31.76 34.96 | 37.08 29.82 5.05 5.83 7.70 4.34 
Wages Rec. and Ship. 
Force sees 8.59 13.54 II.54 19.00 1.36 2.26 2.39 2.76 
Pack. Cases and Wrap. | 
Material... | 58 | .96 .58 1.27 09 .16 .12 18 
Out. Freight, Exp. and | 
P.P.... 2.17 | 83 1.91 1.24 34 14 .40 .18 
Out. Trucking oo 2.12 2.92 1.21 3-59 34 .48 25 53 
Misc. Warehouse Ex- 
pense | fa Pr ts Pee Mg RE (O06 bins sadesdsdxceuaenieeie 
Total Warehouse Ex- 
pense 13.59 18.25 15.24 25.10 2.16 3.04 3.16 3.65 
Executive Salaries 15.37 8.68 12.01 9.55 2.44 1.45 2.49 1.39 
Office Salaries and 
Bonus. . . . 13.05 12.98 10.79 11.70 2.07 2.16 2.24 I.70 
Office Supplies 2.45 | 1.02 89 90 .39 17 .18 13 
Postage | 1.41 | 1.44 1.41 .99 -22 2 .29 14 
Stationery 12 49 1.43 -70 .03 08 30 fe) 
Telephone and Tele- | 
graph..... I.72 97 I .07 AY i 27 17 23 I! 
Other Buying and Mgt. | 
Expense stbaeal 3.65 | 2.75 3.49 | 2.43 58 46 73 36 
Total Administrative 
Exp. 37-77 25. 33 31.09 27.04 6.00 4.73 6.46 3.93 
Rent 4.75 3.10 5.23 3-59 75 52 I.09 52 
Heat, Light, Power, 
_ Water 1.19 87 69 93 19 -15 -14 14 : COs 
Taxes 1.83 3.61 2.20 2.35 29 .60 .48 34 
Insurance [.O1 | 1.30 I.10 I.07 16 23 .23 16 4 ap 
Rep. of Equipment 34 | 44 38 I.19 .05 07 .08 17 lite 
Depreciation of |] quip 1.30 1.44 n.77 E37 22 24 . 30 20 ; 
Interest 1.73 2 I .37 3 
Potal Fixed Expense 12.15 13 
Losses from Bad Debts | 3.77 3 
Mi { la : | us 90 I 
| il Mis xpense 6.7 5 
l i] | XT ( I oOo I > 
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much as possible might be learned of 
fundamental nature and characteris- 
of the wholesale trades investi- 


5 


i. 


IV 


[he data gathered and compiled in 
manner described have not only 
brought out some very _ interesting 
thoughts regarding a method for deter- 
mining costs of handling various prod- 
ucts, but have also resulted in a knowl- 
edge of what may be termed “operating 
iracteristics” in the classes of trade 
nvestigated. Some of the data are very 
striking. They can be presented most 
satisfactorily in tabular form in a man- 
that will facilitate comparisons 
mong the four classes of wholesalers 
whose records were studied. Herein 
lies one point of definite interest—com- 
parative records are shown on the han- 
ling of the same products by the difter- 
ent classes of trade. Average costs of 
wholesaling operations on all products 
combined have been available for sev- 
eral classes of trade, but it is believed 
that up to this time inter-class compari- 
sons on the same products have not been 
presented. 
Several forms of data will be pre- 
ted to illustrate the various results, 
each being discussed in its turn. 
lable II indicates the proportion of 
total operating charges for each of 
classified expenditures and also the 
sts of the same activities measured as 
percentage of sales. The data require 
tle or no explanation, but show wide 
rences in operating costs both in to- 
is as a percentage of sales and in the 
sion of those costs among the va- 
is activities. Where such wide varia- 
s are shown, a study of the underly- 
¢ causes should be helpful to the exe- 
tives of the various trades. 
When the classified expenses are di- 


vided on the basis of value, items and 
turnover as shown in Table I, entitled 
“Percentage Distribution of Jobbers’ 
Operating Expense” and the results con- 
verted to percentage form, the relative 
proportions of total expense distributed 
on each of the three bases are as fol- 
lows: 


TaBLe III. Division oF Totrat Expense 


=; 








Value Items Turnover 

Basis Basis Basis 
Electrical.......] 20.7% 72.6% 6.7% 
Hardware......| 18.4 75.0 6.6 
Automotive.....| 18.9 74.3 6.8 
ae 15.5 77.9 6.6 














These comparisons show that, accord- 
ing to the plan adopted, relatively large 
proportions of the expense are charged 
to product on the basis of value and 
items and a much smaller proportion on 
the basis of turnover. A definition of 
turnover has been given previously. It 
is believed that confusion has sometimes 
existed in connection with the use of the 
word “turnover.” It refers not to the 
annual volume of sales but rather to the 
rate at which the investment in inven- 
tory is “turned cover” in making the an- 
nual sales. Without in any way depre- 
ciating the value of quick turnover in 
reducing capital required or releasing 
additional capital for further ventures, 
it may be pointed out that an extremely 
rapid turnover which results in hand-to- 
mouth buying means more requisitions, 
purchase orders, merchandise receipts 
and payments by the buyer than would 
be necessary otherwise, all of which may 
be to his definite disadvantage. This 
fact, coupled with the disadvantage that 
may come from the increased chance for 
exhaustion of stock in the bins, means 
that it costs something to maintain an 
excessive rate of turnover. 

After the classified expenses had been 

















28 


divided on the bases of value, items, and 
turnover, the three subtotals were pro- 
rated to the various products in the man- 
ner previously described. This resulted 
in expense charges to product expressed 
dollars and These amounts 
n for each product on each basis of 
to percent- 


in a cents. 


Snow 


}] 


allio Cony erted 


ages of sales value in each instance and 
4. The factors 


are indicated in Table 

controlling the pro-ration of expense to 
product on each basis are shown in the 
columns headed “Per Cent of Total 
Sales,” “Per Cent of Total Items” and 
Rate,” \ It 
remembered that charges 


ation were 


“Turnover respectively. 


should 





‘TasLe IV. ALLOCATION 
Value Basis 
Per cent Expense 
of | ft il Per ent 
Sales of Sales 
Product No. 1 
Elec. Jobbers 28 3-47 
Hdware. Jobbers 24 3.0 
\uto. Jobbers 1] 3.5 
Dr g J } ers 2s 2.032 
Product No. 2 
Elec. Jobbers 45 3.29 
Hdware. Jobbers 35 2.89 
Auto. Jobbers 22 3.85 | 
Drug J bbers 30 2.49 
Product No. 3 
Elec. Jobbers 1.47 3.00 | 
Hdware lobbers 1.04 2 73 | 
\uto Jobbers I.923 3.82 
Drug Jobbers OI I.99 
' 
Product No. 4 
Elec. Jobbers 5.05 3.44 
Hdware. Jobbers r.47 | 2.61 | 
Auto. Jobbers 4 $2 4.10 
Drug Jobbers 6 1.45 
All Other Products 
Elec. Jobbers 92.75 3.28 
Hdware. Jobbers 96.90 3.090 | 
Auto. Jobbers 92.92 3.92 | 
Drug Jobbers 99.38 2.25 
All Products 
Elec. Jobbers. . 100.00 | 3.20 
Hdware. Jobbers 100.00 3.07 
\uto. Jobbers 100.00 3.92 | 
Drug Jobbers 100.00 | 2.25 
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made on the turnover basis are applied 
inversely as previously described. The 
“inverse ratios’’ were calculated by di- 
viding the average turnover rate on the 
whole line by the turnover rate on each 
product. 
The data displayed in Table IV show 
very wide variations between: 
Costs of handling the same product 
by the various classes of trade. 
2. Costs of handling the various prod- 
ucts even by the same class of trade, 
. Costs of handling all products by the 
various classes of trade. 


I. 


Before attempting to explain or inter- 























pret these differences, further data 
E IENSE P J 
OF XPENSE TO RODUCTS 
Items Basis Turnover Basis 
- _ — | Total 
Per cent | Expense | Turn- Expense Expense 
of Total Per cent over Per cent | Per cent 
Items | of Sales Rate of Sales | of Sales 
40 20.05 2.05 3.390 | 26.91 
2g 8.68 | ese 7s 12.41 
.12 16.87 | 2.06 3.81 24.52 
.09 s.22 2.80 aa 9.75 
| 
lg | 
1.21 31.22 10.96 | 63 35.14 
50° 10.71 14.00 | .20 19.59 
40 27.67 14.40 48 | 32.00 
20 8.50 | 16.60 > a 11.20 
| | | 
I. 33 9.48 | 12.00 61 13.00 
.43 4.71 10.20 | .35 7.84 
, ' > 
81 6.34 | 8.57 .80 10.96 
.O1 6.81 | 12.6 12 8.92 
| 
3-95 9.40 15.14 | -47 13.37 
| 
.65 4.7% | 12.90 - 30 7-04 
¥- | 
1.92 0.43 14.40 - 54 II .07 
03 3.44 10.00 .20 5-15 
| 
903.05 11.55 | 5.11 1.10 | 15.94 
98.25 12.74 | 2.28 1.12 16.95 
06.75 16.02 4.24. 1.47 21.4! 
99.67 52.36. 1 4.15 oF | 14.57 
| 
100.00 z.93 | 6.36 1.07 15.89 
100.00 | 12.52 3.35 1.09 16.08 
100.00 15.41 | 4.40 | 1.42 20.75 
100.00 ‘33 | 4.35 | 97 | 14.55 














ipplied 
"The 
by di- 
On the 
nN each 


) show 


inter- 
data 


ption “Expense.” 
“Gross Margin,” “Expense,” and 














ANALYSIS OF WHOLESALERS’ OPERATING COSTS 29 


iid be given. The expense indicated 


last column in Table 4 appears in 
< in the second column under the 
This table shows 


{ 


Profit” expressed as percentage of 

[t also displays for each product 
verage per item of sales, expense, 
rofit in the amounts actually en- 


tered. 
he information displayed in the 


ing table should be of primary in- 

It will be noted that a loss is in- 
| for one class of jobbers in han- 
Product No. 1, while two classes 
bers show a loss in handling Prod- 


1BLE V. Gross Marcin, Expense, PrRorir AND SALES BY PRODUCTS AND ITEMS 


Ma gin 
t No. 1 
Jobbers 25.0% 
Jobbers | so | 
Jobbers 25.0 | 
r Jobbers | 25.0 
‘ew | | 
ybbers 24.32% 
Jo Tobl r os hia 
e. Jobbers ‘ 24.3 | 
Jobbers 24.3 | 
lobbers 24.3 
t No. 3 
Jobbers | 24.3% | 
Jobbers 24.3 
». Jobbers 24.3 
‘ Jobbers 24.3 
I No. 4 
Jobbers 21.0% 
ire Jobber 25.6 
Jobbers ° 
Jobbers 21.0 
Products 
Jobbers ‘7.2 
vare. Jobbers 20.2 
T bbers cs | 
Jobbers 18 .¢ 
Jobbers I 4% 
e. Jobbe ‘ 
lobbers 
lobbers 18.6 


uct No. 2. Notwithstanding the losses 
exhibited for the two classes of jobbers, 
the same products are handled at most 
excellent margins of profit by the two 
remaining classes of jobbers. That this 
situation is true is due to a number of 
causes, among which are the following: 


1. Characteristically high cost of operations 
on the part of some jobbers. 

2. Tendency on the part of some jobbers 
to split standard packages to greater extent 
than other jobbers. 

3. Larger percentage of small orders han- 
dled by some jobbers. 

1. High cost per item on the part of some 


jobbers, even though the ratio of total expense 


to total sales may not be excessive. In such 


\verage Average 
Expense | Profit 


Average 
Net Sales 


Expense Profit Per Item | Per Item | Per Item 
* o7 | t * 
26.91% 1.91% | $5.70 | $1.53 | $ .109 
12.41 12.59 | 6.19 77 779 
24.52 48 4.5( 1.12 | 022 
9.75 15.25 | 4.6 45 710 
| 
~ * y | * te | 4 2 * 
35-14% | *10.84% $ 3.61 $1.27 | $ .301 
19.80 4.AI 2.00 62 130 
| 
2.00 * 9.90 2.68 86 207* 
| / | 
11.26 13.04 2.87 32 370 
12 oo! 1! 217, 11.8 cy - Sr 220 
3-9 / L.« ( Or.5 Po | 3 
7.04 10.40 I! I OS 1.044 
10.90 13 4 Ir.09 z.20 1.500 
5.92 15.36 4.01 3¢ 610 
= | 
r3.37° 63% $11.96 | $1.60 | $ .g12 
7.04 13.30 11 84 | 1.47 
II 7 ).¢ rz .d I. 31 1.174 
| 
§.15 15.85 7.2 38 | 1.155 
5.04% 1.16% $ 9.58 $1.5 $ 109 
16.0 2 4.10 71 141 
21.41 8) 4.7! I IQ5 
14.57 { 2 > 
15.80% r.sr% $ « $1 $ .150 
160.05 3.72 4.2 I 159 
20.75 4.55 aie) I 22 
14.55 4.0 Ys 
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cases the jobber is apparently organized for 
handling business with high unit-sale value 
and does not economically handle items of low 
unit-sale value. 

It is very significant that the two 
products upon which some jobbers en- 
counter losses are those upon which the 
largest margins are allowed by the man- 
ufacturer. Reference to Table 5, col- 
umn “Average Sales per Item,” will 
show that the average sale per item on 
these two products is much lower than 
on the others and that Product No. 2 
is lower in this respect than Product 


No. 1. 
y 


One of the conclusions which stands 
out as a result of this study is the im- 
portance to the jobber of maintaining as 
high a unit of sale-value as can consist- 
ently be secured. As previously indi- 
cated, the cost of routine in handling an 
item of low unit of sale is just as great 
as that of handling an item of high unit 
of sale. Some of the factors affecting 
the unit of sales value adversely may be: 


1. Hand-to-mouth buying on the part of 
the dealer. 

2. Solicitation of business from dealers 
whose annual volume is so low that it pre- 
cludes the possibility of purchasing in profit- 
able quantities. 

3. Too frequent solicitation of dealers’ 
business on part of jobber salesmen. 

4. Solicitation of dealers’ business by sales- 
men of too many jobbers. 

5. Sales by jobbers of broken-package quan- 
tities at standard-package prices. 

6. Too small a variation between standard- 
and broken-package prices. 


In this report a definite distinction ex- 
ists between “items” and ‘‘orders.”’ 
When the word “‘item”’ is used, it refers 
to a specific size or type of one product. 
When the word “order” is used, it re- 
fers to all of the items of the various 
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products that may be included on any 
one invoice covering a shipment from 
the jobber to the dealer. Therefore, 
there may be one or more items and one 
or more products on an order. 

There is a wide difference in the aver. 
age number of items and the average 
sales value per order among the four 
classes of jobbers, as is apparent from 
Table VI. 








Taste VI. AVERAGE NUMBER OF ITEMS AND SALgs 
VALUE PER ORDER 
Average Average Sales 
Number Items Value 

per Order per Order 
Electrical....... 2.8 $27.28 
Hardware....... 4.6 19.67 
Automotive... .. 3.3 15.68 
i” er 8.6 17.49 











Between 70% and 75% of the job- 
bers’ orders for each of the four classes 
are for less than the average sales values 
indicated above. A startlingly high per- 
centage of the jobbers’ orders from the 
dealers is for such small value that it is 
unprofitable business. More data will 
be offered on this point in conection with 
the classification of orders as displayed 
in Table 7. The jobber may very prof- 
itably ask himself what he can do to 
bring up the average value of his orders 
as well as the values of some items of 
sale. The question is doubtless most 
dificult to answer; nevertheless, the 
large proportion of small-order business 
is one of the vital problems awaiting the 
solution of the jobber today. 

It was realized when this analysis was 
begun that the sales value of the individ- 
ual order must have an important influ- 
ence on the profit or loss entailed in han- 
dling the order. An order classification 
was therefore made, defining a series of 
limiting values into which all orders 


could be divided. All the jobbers’ orders 
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were classified in this manner and the 
following determinations made: 
1. Percentage of total orders in each class. 
2. Percentage of total value in each class. 
Average value per order in each class. 
These are displayed in Table VII. 

The foregoing data show the com- 
parative values for each class but show 
no accumulative values. By adding suc- 
cessive values, the accumulated per- 
centages of orders and sales values be- 
low any amount specified in the classi- 
fication can be readily calculated. For 
example, these additions as just de- 
scribed show the following percentages 
of total orders and total sales values 
to be below Sto for all other products. 


Taste VIII. Betrow $10 


Per cent 
of Value 


Per cent 
of Orders 


Elec il 53.0 | 7.0 
Har é 57-2 10.6 
Auto ve 64.2 10.5 
Drug 61.1 13.5 





These tabular data are among the 
most interesting that have been devel- 
oped by this survey. It should be real- 
ized that the average value of sale per 
item or per order does not by any means 
tell the whole story. The value of the 
average sale for a given product or for 
the whole line may be quite satisfactory 
in a way, and yet the entire list of orders 
may include a very great proportion of 
orders of extremely low value. This 
is very undesirable from the standpoint 
of the cost of handling the product. As 
just previously indicated, the prevalence 
of small-order business has a tremen- 
dous influence on the jobber’s cost of 
doing business and therefore on his 
profit. [he significance of the influence 
of the jobber’s cost on his profits should 


be clearly understood. If his cost aver- 
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ages 20% of his sales and his net profit 
is 2% of his sales, a 5% reduction in 
cost, that is, a reduction from 20% to 
19%, will mean a 50% increase in 
profit. In view of the characteristic 
ratios of operating cost to net profit, 
careful control of operating costs is of 
paramount importance if the profit is to 
be maintained. The great volume of 
small orders handled undoubtedly exerts 
a large influence on the jobber’s cost of 
doing business. 

Comparison of the records compiled 
indicates a surprising variation and in 
some instances a startling tendency 
toward the acceptance of extremely 
small orders, not only by jobber groups 
as a whole but by individual firms. The 
large percentage of small orders from 
the dealers leads to the thought that the 
jobbers must be carrying many unprofit- 
able accounts. The worth of a dealer 
account to the jobber is not determined 
solely by its annual volume, but it is in- 
fluenced very greatly by the average 

value of the orders which the jobber re- 
ceives from the dealer. An account of 
any given value is worth more to the 
jobber if it is made up of relatively few 
orders of high average value than if it 
is comprised of many orders of low aver- 
age value. Some of the same factors 
previously listed as tending to reduce the 
average unit of sale on particular items 
of product also tend to make entire ac- 
counts unprofitable. 

The great influence of the small 
orders in the jobber’s operating prob- 
lems may be emphasized by calculating 
the value of the average order below 
which the jobber loses money. 

The jobber’s average expense per 
order is readily calculated by dividing 
his total operating expenses for the 
period by the number of orders he 
handles during the period. In order for 
the jobber to break even on the average 
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nsaction, the value of the order must 
suficiently large for his average mar- 
n the order to equal his average ex- 
se per order. If, for example, the 
r’s average gross margin is 20% 
his average expense per order as 
viously described is $3.50, speaking 
tly in terms of average conditions, 
will require an order of $17.50 in 
to break even; that is, $3.50 
led by .20. In other words, based 
verages, he will lose money on all 
; accepted for less than $17.50. 
[here is a remarkably close agree- 
in one respect among the four 
ips of jobbers investigated, which is, 
referring strictly to average condi- 
- jobbers lose money on approxi- 
70% of the orders handled. 
rmore, this 70% of the orders 
| constitutes approximately 20% 
sales volume. 
should be remembered that while 
culation is correct for average 
ms the values do not apply to 
lual products because of variation 
liscounts, amount of unit sale, and 
factors mentioned elsewhere. 
thing is clear, namely, that the 
to avoid loss on those products 
iracteristically low unit-sale value, 
r needs larger margins than on 
ts of high unit-sale value or 
ld discourage the acceptance of 
ll orders for these products. 
six factors previously listed as 


inting for the small unit of sale are 


1 
ort} 


1 serious attention on the part 
bbers—individually as well as 
vely. Among the trades from 
these data were secured there is 


t variation in the prevailing units 


sale as well as in their proportions 


total sales among the different 
f 


S 


s also worth more than passing at- 


1 that some classes of jobbers, the 


nature of whose business naturally in- 
volves many items of small unit value, 
have been able to attain a much lower 
cost per item in handling this business 
than others whose average unit of sale 
may be characteristically higher. 

Based on the average gross margins 
and the average expenses indicated in 
this study, and considering only average 
conditions, Table IX will show the 
value per order required for the jobber 
to break even. As previously outlined, 
this is a measure only of general condi- 
tions and cannot be applied to specific 
products. Furthermore, “orders” in 
the sense used in this report usually in- 
clude a variety of products that may 
differ widely in all respects. 


TABLE IX. VALUE OF ORDER TO BREAK EVEN 


ICES iid i. o0ssncude nce aaees ee $24.94 
PERTGWOALS. 26 ik 0 i cokes ae mae oe. 26.07 
On Te re 
A ere SPN Cc ee 13.68 


Merely as an indication of the char- 
acteristics of some other phases of these 
four classes of trade, the following data 
in Table X may be given. 


TasBle X. OrperRS HANDLED 





Orders Handled per 
Employee per Month 





Accounts Annual | 
per | Sales per | By | By By | By 
Salesman Salesman | Sal Ware-| Office | Total 
mer | HOUSE | 
Electrical j $1 I I 69 
Hardware I Ig! 34 5 
Automotive. . | I 60, ; 2 96 
Drug | 150 | 109,0 520] 1 | 343 gI 


These data also show wide variations 
in some instances and should be of value 
in determining fundamental causes for 
some of the differences in practice that 
seem to be characteristic of the trades 
studied. 

It has been pointed out by other 
writers at various times and places that 
the jobber’s cost of handling different 
products varies widely. As a matter of 
fact, this condition is not confined to 








4 


the wholesale trade alone, but applies 
alike to manufacturer, distributor, and 
dealer. 


2 8 
It seems quite clear that the average 
figure on cost of doing business cannot 


- | 
be log cally 


and accurately used as a 
guide in determining the profit or loss 
entailed in handling any specific product. 
The average figure, nevertheless, has 
been utilized in this manner from time 
to time by the jobbers in dealing with 
[It is hoped that this 


in clearing away the 


manufacturers. 
dy will assist 
misconception that has existed regard- 
he use of the average cost in this 


It is obvious that there are factors 


other than gross margin which have a 
most important bearing on cost and 
profit. In this investigation the attempt 
has been made to develop some of these 
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facts, the consideration of which may 
be helpful to the jobber. 
It is believed that this study not only 
presents data that prove that the cost 
of handling does vary for different prod- 
ucts but also shows clearly why the aver- 
age cost on his whole line is not sufficient 
for the jobber’s guidance in determining 
the merchandise to be handled and the 
manner in which it should be handled. 
In addition to indicating the major rea- 
sons for the difference in handling costs 
this study provides a method by which 
any jobber can analyze his own business 
without undue labor to determine what 
he is handling at a profit and what at a 
loss. It furthermore provides a method 
that can be applied by various jobbers 
with such uniformity that comparisons 
of results should prove exceedingly valu- 
able to all jobbers making use of it. 
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DIRECT PURCHASE OF IMPORTED 
RAW MATERIALS 


By GEORGE B. ROORBACH 


A MERICAN manufacturers are 


giving increasing attention to the 


i 


A problems of raw material pur- 


ng both in domestic markets and in 
on. The need of a better selection 
iterials for quality, for uniformity, 
for adaptability to specific manufac- 
needs, together with the need of 
1 supplies at the best prices ob- 
ble, are causing manufacturing con- 
to reexamine their present pur- 
ng policies to see if they are best 
present and prospective require- 
ts. With this end in view, several 
rtant companies have adopted the 
of purchasing supplies directly in 
foreign primary markets, and others 
riously considering a change in 
ising methods in that direction. 
some instances the change has re- 
1 in distinct gains, obtaining sup- 


; for the manufacturer at less cost or 


lity and better price. 


blished merchant houses. 


- adapted to his uses or both better 
In other cases, 
ever, the attempt at direct purchas- 
was disappointing and has _ been 
loned after a few years’ experi- 
t in favor of purchasing through the 
What, it 
be asked, are the conditions under 
h direct purchasing in foreign mar- 
may be advantageous and what are 
specific advantages to be gained? 


he Importance of Raw Material 
Importing 


Before taking up the discussion of 
question, however, it may be well 
int out the importance and signifi- 


cance of raw material importing in the 
United States. In the year 1926, raw 
materials imported, exclusive of food- 
stuffs, amounted to the vast total value 
of $1,793,000,000, or 40.5% of all the 
imports into the United States. If to 
this total of industrial raw materials are 
added crude foodstuffs—which are also 
to a large extent raw materials for in- 
dustry—the crude material imports of 
all kinds amounted in 1926 to $2,333,- 
000,000, or 52.7% of all imports into 
the country. The corresponding figures 
in 1913 were $841,000,000, or 46.9% 
of total imports. 

While this is only a small percentage 
of the total consumption of raw mate- 
rials by our manufacturing establish- 
ments—perhaps less than 10%—it is a 
very significant quantity, and for many 
of our most important industries vitally 
important. ‘This is particularly true of 
our textile, leather, rubber, paper, 
metal, and food industries. Raw ma- 
terial imports are growing very rapidly 
both in quantity and variety, more rap- 
idly than any other group of our greatly 
expanding import trade. The United 
States is the greatest market in the 
world, and the most rapidly expanding 
one, for imported crude materials for 
industry. Methods of purchasing such 
large quantities of crude materials that 
do not obtain exact requirements at the 
most advantageous terms place an un- 
necessary burden on the industries that 
consume them and upon American in- 
dustry in general. 

American manufacturing 
are concerned not only with the cost of 


industries 








36 HARVARD BUSINESS REVIEW 


raw materials, important as that may 
be. Toa greater degree than the manu- 
facturers of any other industrial nation, 
American manufacturers are concerned 
also with the quality and dependability 
of raw materials and with the assurance 
of their certain and regular deliveries. 
In fact, direct cost may be, and some- 
times is, subordinate to quality, cer- 
tainty, and regularity of supply. This 
grows out of the very nature of Ameri- 
can manufacturing industries. 

In the first place, this is true because 
American manufacturing supremacy 
rests so largely upon the effective use of 
machinery, and particularly of auto- 
matic machinery. With the develop- 
ment of machinery there is a corre- 
sponding demand for better raw mate- 
rials: for the successful operation of 
automatic machines requires dependable 
raw materials, dependable both as to 
quality and as to uniformity. With 
simple machinery and much hand labor 
there is not so great a need for materials 
of uniformly high quality. Where a 
weaver Is operating one or two looms, 
the breakage of a thread in warp or 
woof is of relatively little importance, 
but when he operates 20 or 30 or even 
more automatic looms, frequent break- 
ing of the yarn overcomes the very pur- 
pose for which automatic machines were 
perfected. The automatic machine is 
useless without suitable raw material. 

High-priced labor also makes raw 
materials of right quality imperative. 
If skeins of raw silk contain many weak 
spots, the breaking of the filaments not 
only interferes with the operation of the 
machine, but greatly increases labor 
costs. A mill cannot have high-priced 
laborers and high cost automatic ma- 
chinery producing below maximum be- 
cause of unnecessary imperfections in 
the raw material. French silk throwing 
mills, where labor is cheaper, will ac- 


cept the unevenly reeled raw silk from 
South China that American mills refuse, 
In fact, the laborers themselves in 
American silk throwing mills have been 
known to refuse to work with the in- 
ferior raw silk from Canton. 

The fact that American industrial su- 
premacy is based largely upon quantity 
production of standardized products 
gives still further reason for the em- 
phasis placed on the purchase of proper 
raw materials. Both mass production 
and standardization are dependent, in 
greater or less degree, on assured sup- 
plies of uniform raw materials. Quan- 
tity production requires unfailing sup- 
plies of raw materials at the time re- 
quired, and uniform product generally 
requires uniform materials. The fact, 
also, that the American consumer de- 
mand is for high-quality finished prod- 
ucts is a still further reason for the ex- 
acting demands for high-quality crude 
stuffs. It is a feature of most raw ma- 
terial markets of the world that the 
material of the highest grade is for 
America. 

When in addition to the reasons given 
above it is remembered that interna- 
tional industrial competition grows 
keener with the passing years, and 
therefore that every possible advantage 
must be seized by the American manu- 
facturer who is to meet that competi- 
tion successfully, it becomes still clearer 
why American manufacturers are insist- 
ing more and more upon securing the 
raw materials exactly fitted to their 
needs and upon perfecting the organiza- 
tion that will purchase them at least 
cost. 

The raw material must be of high 
quality or at least of the desired uni- 
form quality. It must be dependable to 
meet the requirements both of machine 
production and of the standard high 
quality finished product. It must come 
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to the mill in sufficient quantities and 
th the regularity necessary to keep the 
nt operating at maximum capacity. 
Selection by competent buyers becomes 
ore and more necessary, and it is this 
| of selection even more than the 
of saving in costs that in many 
modities raises the question of direct 
ying. 


> 


Reasons for Direct Importing 


let us now examine the conditions 

vorable or unfavorable to direct buy- 

sin foreign markets. 

[he reasons that have been advanced 
direct importing may be summar- 

| briefly as follows: 

Lower costs. These may be brought 
about through 
Elimination of middlemen’s profits, 

fees, and commissions ; 

b. Ability to obtain better basic prices by 
direct negotiation in the market cen- 
ters; 

c. Opportunities to take advantage of un- 
usual opportunities for purchase of 
goods at low costs—that is, “bar- 
gain” purchases; 

d. Savings in financing and forwarding 
purchases. 

Better selection of goods to meet the 
specific needs of the mill. The mill’s 
buyer, knowing the factory’s actual re- 
quirements, will be able to secure the 
materials desired by personal attention 
to buying. 

Market information. With a personal 
representative in the market center, the 
officials at the home office can be kept 
informed as to the tendencies of the 
market and all the conditions affecting 
the prices, the quantity, and the qual- 
ity of goods offered—information of 
vital importance in determining the 
whole buying policy for the commod- 
ity concerned. 


Lower costs. In regard to the first 


of these reasons—lower costs—the pos- 


sibilities of effecting savings by direct 
purchasing frequently have been over- 
estimated, or even found to be nonexist- 
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ent. It is evident that ordinarily only 
in the case of large volume purchases 
can direct purchasing be advisable, even 
if other conditions are favorable, be- 
cause of the increased amount of capital 
required and the higher overhead costs 
that result from sending buyers avroad 
i 4 from building up the necessary or- 
ganization at home to handle the busi- 
ness directly. Even in the case of large 
purchasers, increased buying expenses, 
financing costs, and capital charges usu- 
ally have been found more than to 
counteract savings in middlemen’s prof- 
its or commissions. For most of the 
great staple commodities of commerce, 
markets and marketing organizations 
have been so perfected that they are 
serving -industries quite economically. 
All things considered, the merchant and 
the broker in many trades are perform- 
ing indispensable services and perform- 
ing them well. They are giving the 
manufacturer cheaper materials than he 
could obtain by direct purchase. For 
staple, graded, and standardized com- 
modities handled in well-organized mar- 
kets, rarely can a buyer obtain any price 
advantage by direct negotiation. Prices 
are set by a world market. It frequently 
happens, for example, that standard 
grades of tin or jute or rubber or silk 
or shellac can be purchased at lower 
prices in New York or London than in 
the primary markets of the Far East. 
As for obtaining ‘‘bargain”’ lots, this is 
likely to happen so rarely in the case of 
graded commodities that it would 
hardly justify the adoption of direct 
purchasing. 

For commodities, however, that are 
not standardized as to grades and that 
are handled in markets not well organ- 
ized, direct purchasing may be desirable 
or even necessary; for here is presented 
not only the opportunity for obtaining 
better prices, but the need of selection is 


wy 
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also present if grades are unreliable or 
not well established. The possibility or 
desirability of direct purchasing under 
these conditions is enhanced if the pro- 
duction or marketing of the goods is 
concentrated in one or a few centers, 
making the physical problem of estab- 
lishing direct relations less costly and 
less dificult. The question of lesser 
costs becomes closely related, therefore, 
to the second reason mentioned above, 
namely, selection. 

Selection. Better selection for quality 
and grade is one of the most potent rea- 
sons, and frequently has been the deter- 
mining one, for direct purchasing. For 
merchandise with grades well estab- 
lished and maintained, selection is un- 
necessary. Goods are bought “by 
grade,” and the presence of the buyer's 
own organization in the market is un- 
necessary for any purpose of selection 
of the established grades. For goods 
not purchasable in standard grades, 
however, for goods whose grades vary 
from season to season or are not de- 
pendable, and for ‘“‘off-grades,’’ the 
question of selection becomes important, 
and the desirability of personal atten- 
tion to buying by the mill’s own experts 
may become imperative. The need for 
direct purchasing is directly propor- 
tional to the degree of selection neces- 
sary in order to obtain exact factory re- 
quirements. 

And here it should be noted again 
that the requirements of mills are be- 
coming more and more exacting as mill 
methods become more complex and com- 
petition more keen. Greater refine- 
ments in selection even within standard 
grades are being made in order to ob- 
tain greater exactness. Grade B will 
have an upper and a lower limit, and its 
upper limit may differ very little from 
grade A. Perhaps upper B will meet 
mill requirements as well as grade A 


heretofore used and effect material say- 
ings in cost. In many instances the per- 
fection of mill methods is making it pos- 
sible to effect economies not only by 
careful selection of subgrades but also 
by the mixture of various grades or by 
the use of “‘off-grades.’’ Such careful 
and exact selection can be safely made, 
in most cases, only by the skilled buyer 
who knows both the commodity and the 
mill’s peculiar requirements. 

It is largely for these reasons, to give 
one example, that several of the rubber 
manufacturing companies have estab- 
lished their own buying offices in the 
crude rubber markets of the Far Kast. 
Not for the purchase of standard grades 
do they justify this policy, but for the 
purchase of ‘‘off-grades”’ and small lots 
of ungraded rubber produced on native 
estates. For standard grades the pur- 
chasing organizations at the home of- 
fices can and do take care of the com- 
panies’ requirements through the New 
York and London rubber markets. Es- 
pecially during periods of high rubber 
prices, the ability to obtain at favorable 
prices rubber not of standard grades, 
but capable of meeting the mill's re- 
quirements, is of much importance. A 
direct representative in Singapore has 
the opportunity of obtaining such rub- 
ber at favorable prices and, what is of 
equal or greater importance, of purchas- 
ing the rubber with the knowledge of 
the mill’s exact needs. Such selection 
can hardly be left to a broker or dealer. 
Direct representation is essential. 

For similar reasons, direct buying of 
raw silk by silk manufacturers has been 
undertaken in a few instances in China. 
Here a combination of reasons exists. 
With the disorganized raw silk markets, 
especially in Canton, buyers have been 
unable to depend on _ grades and 
‘“chops.’’ Even where standards have 
been adopted, it has been impossible in 
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ost cases to depend on quality or uni- 
formity. Direct buying gives the op- 
‘tunity for selection, examination, 
nd testing. Furthermore, it has been 
found that, owing to the lack of well- 
established standards, a buyer may ob- 
tain middle-grade chops that are as sat- 
isfactory for the mill as the high-grade 
.p, and with material savings in cost. 
\When the buyer knows his mill’s exact 
juirements, he is in a position to judge 
what types and grades can be used. He 
n balance against increased mill costs 
f working up slightly off-grade silks the 
savings in the price of the raw product. 
t is the increasing need of effecting such 
onomies wherever possible that gives 
emphasis to more careful adaptation of 
raw material purchases to mill needs. 
\larket information. In certain mar- 
ts and for some commodities, the 
rresence of a direct buying organization 
in the primary market may pay for it- 
elf through the information it can im- 
irt to the central purchasing agent con- 
cerning prices and general market con- 
ditions. At least, combined with the 
other reasons discussed above, it may be 
of suthcient importance to make the es- 
tablishment of a buying office in the pri- 
market feasible. While it is true 
that reporting agencies exist in every 
portant market and for every impor- 
tant commodity, and that merchants and 
brokers make it a point to keep clients 
iiormed on market conditions, it may 
requently be true, nevertheless, that a 
company’s own representative in the 
narket, if he is competent, can get per- 
tinent information for his firm that an 
independent organization, less _ inti- 
itely acquainted with the firm’s needs, 
could not get. Further, he can get this 
information to his home office more 
promptly. Even when the foreign buy- 
ing office exists primarily for purchase 
ot odd lots and off-grade materials, the 
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information it can secure on the factors 
affecting prices of standard grades may 
be of great value to the purchasing office 
at home which is collecting and analyz- 
ing all sources of information to guide 
in the formation of its purchasing poli- 
cies. A listening post in Singapore may 
supply the purchasing office in New 
York with information of vital concern 
for its purchase campaigns not only in 
Singapore, but in New York and Lon- 
don as well. 

One of the objections to the estab- 
lishment by a large company of its own 
buying organization in a primary mar- 
ket is the danger that the company will 
disclose its own operations to its own 
detriment. Whenever the company 
comes into the market in a large way, 
the company’s buying policy is likely to 
be disclosed and the market may be at 
once affected to the harm of the com- 
pany’s own interests. An attempt to 
obviate this situation has been made by 
some companies through organizing the 
buying ofhce as a separately incorpo- 
rated subsidiary so as to do a general 
dealer business, buying and selling in the 
market. Under such conditions, the com- 
pany’s own operations can be cloaked 
under its operations as a dealer. Fur- 
thermore, as a dealer, the company’s 
representative is kept in even more inti- 
mate touch with the market at all times 
than if he were operating only for his 
company’s requirements. There are, 
however, obvious difficulties and dangers 
in this method. Apparently, it can be 
used advantageously only under excep- 
tionally favorable conditions. 

The Effect of Foreign Raw Material 
Control on Direct Purchasing. The at- 
tempts during the last few years on the 
part of foreign producers and govern- 
ments ro gain monopolistic control of 
raw materials have further directed at- 
tention to the question of direct purchas- 
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ing. Although direct representation in 
the foreign market may be an aid in 
meeting such control, the means consid- 
ered by the individual manufacturers af- 
fected have gone even further in manu- 
facturer’s control than direct buying. 
They have sought to establish their 
own independent sources of production 
in foreign countries; to own and operate 
plantations, mines or other productive 
enterprises. The combination of foreign 
producers to control markets has not, 
of course, been the only factor inducing 
manufacturers to undertake production 
of their own raw materials in foreign 
countries, but it has in some instances 
encouraged developments in that direc- 
tion. This particularly has been true in 
the case of large consumers of sisal, rub- 
ber, nitrates, and tin. The formation of 
foreign combinations of producers has 
also raised the question of the organiza- 
tion of cooperative import associations 
among American manufacturers for the 
purchase of raw materials. Up to the 
present time, however, no such organiza- 
tions have been formed. 

Cooperative Buying Associations. Al- 
though cooperative purchasing of im- 
ported manufactured goods has had a 
very considerable development among 
American department stores in the last 
few years, cooperative combinations of 
manufacturers for the purchase of raw 
material have not been developed. 
Those who have advocated the forma- 
tion of such associations maintain that 
buying combinations on the part of man- 
ufacturers would make possible direct 
purchasing abroad where now it is im- 
possible, because of the fact that few sin- 
gle manufacturers have sufficient volume 
of purchases to make direct buying 
feasible; that it would give the small 
consumer as well as the larger ones the 
advantages of large-scale purchasing 
and also of direct purchasing; and that 
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the elimination of competitive buying 
among many purchasers might prevent 
higher prices in many cases. One of the 
chief advantages claimed for the import 
association, however, is the ability that 
such combinations might give in meeting 
the attempted control of the production 
and prices of raw materials set up by 
organizations of foreign producers and 
by certain foreign governments. 

The formation of cooperative buying 
associations among manufacturers seems 
to be clearly illegal under our existing 
laws. Combinations of competing manu- 
facturers for common purchasing ap- 
parently would violate not only the 
Sherman and Clayton Acts, but possibly 
also section 73 of the Tariff Act of 
February 12, 1894, which says that 


. every combination, conspiracy, trust, 
agreement, or contract is hereby declared to 
be contrary to public policy, illegal, and void, 
when the same is made by or between two or 
more persons or corporations either of whom 
is engaged in importing any article from any 
foreign country into the United States, and 
when such combination, conspiracy, trust, 
agreement, or contract is intended to operate 
in restraint of lawful trade, or free competi- 
tion in lawful trade or commerce or to increase 
the market prices in any part of the United 
States of any article or articles imported or 
intended to be imported into the United States, 
or of any manufacture into which such im- 
ported article enters or is intended to enter. 


In order to overcome the legal objec- 
tions to import associations, several bills 
have been introduced into Congress dur- 
ing the last four years which have sought 
to make possible, under many restric- 
tions, the formation of cooperative pur- 
chasing associations. The latest attempt 
in this direction was the Newton Bill, 
H. R. 8927, introduced into the 7oth 
Congress. This bill sought to amend 
the Webb-Pomerene Act so as to permit 
of import cooperative purchasing and to 
exempt members of such cooperative or- 
ganizations from the operation of the 
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Sherman law. Although vigorously 
orted by the Departments of Com- 
Agriculture, and Justice, and by 
associations, the bill was 
defeated on April 6, 1928. The chief 
son for the defeat of the proposed 
law seems to have been fear that the leg- 
islation tended toward the creation of 
creat monopoly powers on the part 
of members of the buying organizations. 
The announcement by the British Gov- 
ernment in April that rubber restrictions 
v ald re removed may also have had its 
‘nce in the defeat of the bill, since 
of the chief arguments for the legis- 
lation was derived from the restriction 
on rubber by the British. 
In addition to the legal difficulties in 
formation of cooperative associa- 
is for the purchase of raw materials, 
juestionable whether such asso- 
ciations effectively could overcome the 
trol exercised by monopolistic com- 
i of producers, and it is even 
questionable whether this would be 
t] ost desirable method of accom- 
plishing the end sought, even if it should 
ve to be possible. It is also uncertain 
whether large and experienced producers 
of raw materials would be willing to 
pool their interests with smaller and inex- 
perienced competitors. Neither is it cer- 
tain that import associations would bring 
uit the economies in purchasing that 
some of its advocates look for. This 
doubt is supported particularly by the 
conditions that have been discussed in 
this article as being the basis of success- 
ful direct import purchasing; namely, 
the importance of selection and the ob- 
taining of market information for the 
consuming manufacturer. Purchasing by 
| cooperative import associa- 
tions is hardly a substitute for direct pur- 
chasing by the individual manufacturer, 
large consumers would hesitate in 
effective way to join forces for such 
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means of 


undertakings. Cooperation in raw ma- 
terial importing would seem, therefore, 
unlikely to develop in any important de- 
gree, not simply because of legal restric- 
tions, but primarily because its inherent 
advantages to the consumer manufac- 
turer seem relatively small and uncertain. 


Summary 


Interest in the possibilities of direct 
importing of raw materials by American 
manufacturing plants has grown with 
the rapidly increasing import of crude 
materials, with the increasing need of 
materials in our 
and as the 
possible 


selection of 
highly organized industries, 
necessity of effecting every 
economy in production has been forced 
upon us by increasingly severe competi- 
tion. In some cases where direct im- 
porting has been attempted, it has met 
with disappointment. The expected 
economies have not resulted. ‘This is 
particularly true of the purchase of 
those raw materials which have been 
highly standardized and which are dealt 
in in well-organized markets. For a 
large range of materials, the import 
middlemen perform indispensable serv- 
ices, and the cost of materials to the 
manufacturer may not be reduced by 
direct purchasing, even in the case of 
consumers of large quantities. 

Since the various commodity markets 
are so differently organized and since 
mill requirements are so diverse even 
in the same industry, no universal rule 
can be made regarding direct purchas- 
ing of imported materials that will be 
always applicable. In general, however, 
it may be said that the establishment of 
direct buying in foreign markets is fa- 
vored (1) when the purchases are suf- 
ficiently large in quantity to justify the 
effort and expenditures required; (2) 
when special care is needed in the selec- 


careful 
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tion of the material, because of 
special requirements of the mill or the 
lack of well-observed standards in grad- 
ing in the market center; (3) when, ina 
well-organized market, it is still possible 


= © 


raw 


to obtain advantageously inferior grades 
of special quality that will supplement 
the mill’s usual requirements of stand- 
ard grades; (4) when the materials are 
procured in a single producing or mar- 
keting center, or in a few large centers, 
where concentration of marketing en- 
ables a company to operate at relatively 
low overhead costs; (5) when the exist- 
ing organization of the market is inade- 
quate to serve the industry promptly, in 
quantities, and at fair prices. 
Of these, the exacting demand of in- 
dustry for materials of the right quality 
to meet production needs is perhaps the 
most potent factor in decisions to pur- 
chase directly. This is supplemented by 
the ability such direct purchasing may 
give in buying at more advantageous 
prices and in obtaining information in 
regard to product and market that will 
directly and indirectly aid the purchas- 
ing department in its purchasing policy 


es 
suincient 





in regard to the commodity. Even when 
general considerations favor direct buy- 
ing, the force of custom or habit, pecul- 
iarities' of organization in the market, 
the difficulty of securing suitable buyers, 
and similar reasons may make it imprac- 
tical. 

Both the methods and the organiza- 
tion for purchasing raw materials must 
be adapted to meeting changing condi- 


tions. Rarely will a single method be 
suficient. The central buying organiza- 


tion must be so adjusted that it can take 
advantage of favorable conditions at 
any time and at any place. A manufac. 
turer of rubber goods, for example, may 
find it to his advantage to buy crude 
rubber now from London merchants, 
now in the spot market in New York, 
now directly in Singapore. An alertness 
based on a thorough knowledge of mar- 
ket conditions and an elasticity of or- 
ganization that enables purchasing 
methods readily to be adapted to chang- 
ing market situations are essential in 
successful raw material purchasing, 
whether in the foreign or in the do- 
mestic market. 
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number of this 
3 Review, the writer presented the 
rst half of a study of the growth 
ves of 53 automobile companies, all 
h manufactured passenger cars 
, period of 10 years or more.' The 
th curves of 28 of these companies, 
remained in business at the end 
year 1926, were analyzed in de- 
hat article. The other 25 pro- 
‘s all made their exits from the in- 
before 1926; and it is chiefly with 
urves of growth and decline that 
resent article is concerned. 


t 
4 


\s in the previous article, all of the 
re drawn to the same relative 
nd all of the vert:-al scales are 
mic. Accurate comparisons of 
ge increases or decreases may 

re be made between any of the 

ts shown, in spite of the fact that 
roduction figures are indicated along 
vertical scales. To facilitate com- 
rison with charts in the other article, 

. | the reader wish to turn back to 

charts here presented are num- 


continuation of the scheme 
employed.? 
/ of Individual Curves for Firms 


Vow Out of Business: Type D 
It will be recalled that in the preced- 
¢ article, the 28 firms remaining in 
ness at the end of the period ex- 
ted growth curves which could be 
ped into three types. These were 
ited as Types A, B, and C, re- 
tively, and were shown in Charts 
Ila, 1Va, and Va. 


PRODUCERS’ GROWTH CURVES iN AN 
EXPANDING INDUSTRY II. 


By RALPH C. EPSTEIN 


Similarly, the individual production 
curves for the twenty-five firms which 
have made their exits from the field can 
be classified according to the general 
types which they exhibit, although only 
two instead of three such general types 
become apparent. These we may desig- 
nate as Types D and E, respectively. 
Exactly a score of firms show curves of 
the D type, four firms have curves of the 
E type, while the one remaining firm has 
a curve that is unique and may merely 
be termed ‘‘miscellaneous.”’ 











Chart Via 
——— 








1903 1916 1526 
The D Type Composite Curve (20 firms) 














'“Producers’ Growth Curves in an Expanding 
Industry,” pp. 270-77. 

*’ The slopes of all curves in this article are not 
always exactly comparable with those of curves in 
the previous article, since the exigencies of page 
size made it desirable to depart somewhat from 
the relative scales used for the previous sets of 
data. However, all curves shown in this article, 
except in Charts VIIla, b, c, d, e (which in part 
review curves of the previous article), are exactly 
comparable with each other, just as was the case 
with those of the earlier article. And in Charts 
Villa, b, c, d, e, the several curves of that par- 
ticular series are of course comparable with each 
other. 
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Four Variants of the D Type 





The D curve is shown in Chart Vla. 
For the period 1903-1916, it exhibits a 
very substantial and, in general, a 
rather steady secular increase; then 
from 1917 through 1919, the rate of 
growth slackens appreciably, while after 
1920, the decline is precipitous. The 
contour of the D curve during the period 
of growth prior to 1916 is not unlike 
that of the A curve discussed previously ; 
although the rate of growth is some- 
what greater in the case of the A curve. 
The latter exhibited an average annual 
increase of 59% between 1903 and 
1916, whereas the D curve shows an 
average increase of but 43% for the 
period. After 1916, however, the A 
curve still averages a 17% annual in- 
crease through 1926. The D curve, 
however, rises but slightly through 1919 
and then shows a negative contour which 
averages —32% per year from 1920 
through 1926. 


2. Individual Variants of the D Type 


All of the individual curves classified 
as of the D type resemble one another 
in contour to the extent of first exhibit- 
ing a considerable rise, then evidencing 
a marked decline. They vary, however, 


as to the period of the rise and that of 
the decline and as to the rate of decline. 
In Charts VIb, c, d, and e are shown 
four individual variants. It may be of 
interest to comment briefly upon each. 

Curve VId represents a firm which re- 
mained in business for 23 years, one of 
the oldest American companies. _ Its 
production, however, was never over 
two thousand cars a year. It was located 
in Indiana, was probably not well finaa- 
ced, and was unable to recover from the 
depression of 1921 sufficiently to com- 
pete with the larger producers. 

Curve VIc, too, represents an old con- 
cern, one engaged in the manufacture 
of automobiles for 21 years. Unlike 
the Indiana company just discussed, this 
concern, located in Wisconsin, was at 
one time a fairly large producer; from 
about 1907 to 1919 its output stood 
above the first quartile of all the firms 
in the industry,‘ in two years running 
above 10,000 cars a year. But after 


8 As in the previous article, the units charted 
are number of passenger cars produced; the dotted 
curve is actual data; the solid curve, a three-yea! 
moving average. For other definitions and quali 
fications, see that article. 

4That is, it could count itself among the first 
one-fourth of automobile producers, ranking them 
in order according to the size of their production. 
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e crisis of 1920, it experienced grave 
lificulties. These it attempted to 
remedy by making drastic style changes 
n its product. Its once popular lines 
were altered entirely. A desperate at- 
was made to be “original,’’ and 
unfortunate result was merely to be 
reakish. As sales fell off further, still 
changes in body design were 
lertaken, but to no avail, and in 1923, 
luction was discontinued. 
While the chief dificulty of this con- 
seems to have been with its body, 
od and fender (and not its chassis or 
nical) designs, its management 
st not be censured too severely for 
ving blundered. Style is a fickle lady, 
she must be served at all costs. 
ng the years 1920-23, the trend of 
style was in the direction of 
cht rather than rounded lines. Just 
raight to make hood lines and 


itor shell, body corners, roof, and 


low reveals, was, however, a ques- 
n: the problem was how to be daring 
enough to attract attention, yet conser- 


tive enough to win approval. The 
lucer under discussion sought both 
follow the style trend and to solve 
sales difficulties arising out of the 
of 1920 by bringing out a car 
terized by an ultra-dashing ap- 
rance, and he merely overshot this 
PK. 
n Chart VId is shown a manufac- 
who remained in business only 
trom 1903 to 1913. He manufactured 
splendid cars, but they were large and 
pensive, and after about 1909-10, the 


trend of the market was towards lighter 


nd less costly vehicles. His decline oc- 
ed about the same length of time and 
‘kk place at much the same rate as his 


nsion. 
Finally, among the variants of the D 
pe, is Curve VIe, representing a con- 
started in 1915, did 


which was 
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fairly well during the war and the im- 
mediate post-war period, and_ then 
underwent a bad decline after 1920. Its 
production, however, never exceeded 
6,000 cars a year and never placed the 
firm higher than the interquartile range. 


3. Curves of the E Type 


The second general type of curve rep- 
resenting the productions of firms which 
have gone out of business is shown in 
Chart VIIa. This we may term the E 
type. It is evidenced by only four com- 
panies, all of which engaged in business 
after 1913. 
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1914 1916 1925 
The E Type Composite Curve (4 firms) 











The sharp difference between Type D 
and Type E is seen at once: Type D 
shows a long and substantial rise before 
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its decline; in Type D there is scarcely 
any rise at all, decline setting in almost 
as soon as the concerns get started. 
After an initial “getting on their feet” 
(the rise of the first year or two can 
hardly be termed a growth), the trend 
of these firms’ production falls off at a 
rate averaging -19% per year for the 
period 1917-25. That is, of course, 
merely the average of yearly changes in 
production; the actual yearly figures in 
this case exhibit marked irregular fluctu- 
ations, as may be seen by an examina- 
tion of the dotted curve in Chart VIIa. 

The four firms having curves of the E 
type are all very small producers. All 
of them started in business after 1912. 
lwo were located in Michigan, one in 
New York, and one in the South. Three 
of them made medium-priced cars, the 
other, a high-priced vehicle. The indi- 
vidual curves for two of them are shown 


in Charts VIIb and VIlIe. 
4. Causes of Failure 


Apart from one miscellaneous curve, 
the contour of which is highly irregular 
and will not here be discussed, the 
twenty-five curves for firms which have 
gone out of business have been seen to 
group themselves into the D and E 
types. Of these twenty-five firms, 14 
started in business before 1912 and went 
out of business by 1917. Their histories 
therefore belong to the first half of the 
industry’s development. The other 11 
companies started in 1912 or later and 
went out of business by 1926; their life 
stories are a part of the second half of 
the industry’s history. 

Only four of the 25 firms ever at- 
tained real prominence, in the sense of 
having outputs which stood above the 
first quartile in the industry’s roll of 


producers. All of these four firms had 
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growth curves of the D type. Three of 
the four started in business before 1912, 
that is to say, during the first half of the 
industry's history. The fourth firm 
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began operations in the year 1912, or 
at about the close of the first half of the 
industry’s development. In other words, 
all of them started before the general 
“tapering off” in the rate of growth for 
the industry as a whole began, about the 
year 1916.° 

Why did these four firms decline, 
once the crest of their ““D type” curves 
had reached high enough to place them 
among the first quarter of firms in the 
industry? The causes for their failure 
are several, and some of them are not 
Certain things stand out 
In one instance, 


entirely clear. 
in each particular case. 
poor mechanical design and manufac- 
ture resulted in an extremely poor prod- 
uct: the light six-cylinder engine that 


° There is real reason to regard the year 1916 
as marking a turning point in the industry's de- 
velopment, even though the selection of any par- 
ticular year to demarcate a period is arbitrary 
See, for a fuller discussion, pp. 102-5 of the writer's 
book, The Automobile Industry: Its Economic and 
Commercial Development (A. W. Shaw Company, 
1928). 
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employed almost literally ‘‘burned 
up”. In another case, the firm 
d to make heavier and more costly 
; in the face of a relatively declining 
d for that type of product. In 
ther instances, freakish body line 


d the appearance of an otherwise 
rvative and probably substantial 


re 


juct. 

In all four cases, whatever the specific 
tributing factors, one thing stands 
the decline comes after a fairly 
change in model. ‘Take the cata- 
; of the peak years and of the years 
liately following; let them recall 
ppearance and the specifications of 
cars both before and after the de- 
s in sales. Invariably the drop 
s either with or just after some 

al change of policy and product. 


Some changes in product, even at the 


s they were undertaken, were doubt- 

cessary. The automobile indus- 
vas an expanding one, and both 
neering technique and market cur- 


ts were in continual process of alter- 


tion. The producer could not stand 


ind hope to maintain his position. 
nice question of policy was not 
her to change; it was in what direc- 
n and to how great an extent to 
nge. Thus the dynamics of the in- 
il situation presented a pressing 
lem to the motor manufacturer. 
lity was impossible, yet too great a 
t in policy might mean—in these four 
s, did mean—calamity. At that time 
re were almost no standards by which 
st the advisibility or measure the re- 
s of changes in policy; there are few 
now. Statistical information was 
0 means complete, statistical tech- 
was but slightly developed. More- 
change was not regarded as the 


mal thing. Simply because changes 


1 


een so sudden and so marked, it 


was often doubtless thought that the 
gamut had been about run; and a new 
necessity for a shift of policy was too 
often viewed merely as a fortuitous 
event. Only very recently have industry 
at large and certain industries in par- 
ticular come to view changes in produc- 
tion methods and consumption habits as 
a more or less normal, continuing proc- 
ess rather than an abnormal set of 
wholly unpredictable events. 


5. Review of the Five Types of Curves. 
Conclusion 


It may be helpful to conclude this 
study with a review of the several types 
of growth curves exhibited by firms 
which have remained in business for ten 
years or longer in this expanding indus- 
try. Charts VIIla, b, c, d, e bring to- 
gether for comparative purposes the five 
general types. Types A, B, and C are 
all for producers who are still engaged 
in business. Type A is characteristic of 
no especial size or kind of company, 
Type B is characteristic of small com- 
panies, and Type C is characteristic of 
‘“second-generation”’ concerns which en- 
tered the industry after 1908 but before 
1912, nearly all of them being very 
large producers. Details of their his- 
tories were discussed in the preceding 
article. Types D and E, on the other 
hand, represent firms which have made 
their exits from the field; their charac- 
teristics have been discussed in the 
presont article. Charts VII Ia, b, c, d, e 
omit reference to the six other of the 53 
firms under discussion, which were 
termed “Miscellaneous.” 

Nothing very much may here be es- 
sayed by way of general conclusion. 
Without a detailed investigation of the 
forces which were at work in each par- 
ticular case, it is impossible to explain 
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The Five General Types of Growth Curves for 53 Automobile Companies 
Engaged in Business 10 Years or Longer. 
(6 miscellaneous curves omitted) 


6 firms 20 firms 4 firms 











with completeness just how and why 


these five general types of curve take 
their shapes. But the similarities be- 
tween the firms comprising certain 


curves, as regards their size, the period 
of their history, and so forth, suggest 
uniformities of industrial 
do exist and warrant the 


that certain 
development 
hope that further study of both a quanti- 
tative and a qualitative sort will find 
them. It would be helpful to have 
similar curves constructed for other in- 
dustries. They would have to be built 
up in terms of physical units of produc- 
tion, as has been done here, rather than 
in terms of dollar sales. This alone 
would make the task dificult of accom- 
plishment, apart from such other difficul- 
ties as obtaining continuous series of 


figures and a large enough collection of 
cases either to cover entirely or to typify 
the industries involved. Yet the task is 
not absolutely impossible, and I am con- 
vinced that, could such growth curves be 
constructed for a number of different in- 
dustries, then compared and still further 
analyzed, the results would be fruitful 
for economic theory and business policy 
alike. The import of the economist’s 
“long run” might really be shown to lie 
chiefly in its significance as a succession 
of “short runs”; while the principal 
problems of most business enterprise 
might readily be found to lie not mainly 
in issues of static organization and man- 
agement, but to center chiefly about the 
ever-recurring question of changes in 
product and policy. 
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HIS study was undertaken in or- 
der to discover some of the rela- 
tions of preferred stock offerings 
and redemptions in the United States 
to each other and to other phases of the 
security markets. The large volume of 
preferred stocks which has been issued 
during the past nine years, and the re- 
cent large scale of redemptions, make 
the subject one of interest. 
Phe results of the compilation of pre- 
| stock offerings,’ both as to num- 
r and amount of issues, are given for 
ears 1919 to 1927, Inclusive, in 
lable I, classified as to railroad, public 
utility, and industrial offerings. The 
ts are plotted in Chart I, on the 
lowing page. For the nine years cov- 
ered by this study, the tabulation covers 
}9 separate offerings, aggregating in 
int $4,707,000,000. 
tal preferred stock offerings in 
) amounted to nearly $800,000,000, 
t of which was industrial. The great 
ulative and business boom made 
litions suitable for stock issues, and 
interest rates made the offering of 
rations with fixed interest charges 
seem undesirable to many companies. 
rhe boom carried over into 1920, when 
here was an even half billion dollars of 
‘red stock offered. A $98,000,000 
ssue of the Standard Oil Company of 
lersey in August, 1919, was fol- 
ed eight months later with an addi- 
| $100,000,000 of the same stock. 
General Motors also put out a large 
preferred stock issue in each of the two 


Che business depression in 1921 and 
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the heavy liquidation in the security 
markets substantially reduced preferred 
stock offerings. There were only 47 is- 
sues in 1921, aggregating $160,000,000. 
The following year, when money be- 
came easy, business picked up, and the 
stock market rebounded, this improve- 
ment was reflected in a volume of pre- 
ferred stock nearly twice that of 1921. 
The year also witnessed a number of 
TABLE I. OFFERINGS OF PREFERRED STOCK 


(Amount and Number of Issues) 


‘ 


| AmountT* UMLER 
YEAR | F - 
R.R.} P.1 Ind Fotal| R. R.| P. U I rotal 
‘ 
1919 1} 1 190 
1920 I 112 
1921 : I 20] 3 47 
1Q2 I I 3 14 11 48 
102 r¢ B4 rf I ( 12 IQ! 
192 2} 24 I I 7 121 
192 14 | 37 2 07 I 115 I 252 
192 30 | 2 3 3 07 f 139 
1927 19 | 48 31 | I 7 ) 169 
Total | 163 |1,853 ,OOt |4, II {51 7 1,339 
| eek et 
Am ts in millions 


customer ownership sales of preferred 
stocks by public utilities. From 1922 
on, relatively low interest rates enabled 
corporations to retire high-interest 
short-term notes and callable bonds 

1 The series of preferred stock offerings was con- 
structed chiefly from tabulations of the Wall Street 
Journal and the Commercial and Financial Chron- 
icle, supplemented by other sources. The series in- 
cluded issues for both new capital and refunding. 
In the case of a preferred stock of no par value, 
the offering price times the number of shares was 
taken as the amount of the offering; in all other 
cases, par value was multiplied by the number of 
shares. Only definite invitations to the public to 
buy were considered as offerings. Exchanges, re- 
marketings of previously issued stock, private sales, 
sales to a parent corporation, and “private offer- 
ings’ to a very limited group of individuals, were 


excluded. 
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which had been issued during the tight 
money period 1919-1921. While the 
maturing and called high-coupon obli- 
gations have been replaced principally 
with bonds, a number of them have been 
replaced with preferred stocks, and fixed 
charges thus reduced. The largest pre- 
ferred stock issue in 1922—-$60,000,000 
7“~ preferred stock of Armour & Com- 
pany (of Delaware)—was issued for 
this purpose. 











Preferred stock offerings were a little 
smaller in 1923 than they were in 1922. 
The New York Federal Reserve Bank’s 
discount rate was raised in February, 
1923, and this action and other factors 
resulted in declines in the security mar- 
kets. The volume of general business 
also fell off in the second half of the 
year. In 1924 there was a sharp indus- 
trial recession which apparently, in spite 
of advancing stock prices and falling 
interest rates, operated to keep pre- 
ferred stock offerings at about the same 
amount as in the two preceding years. 
It is interesting to note, however, that 
public utilities substantially increased, 
while industrial concerns decreased, 
their offerings of preferred stock in 
1924. In fact the utilities accounted for 
two thirds of all the preferred stock 
sold that year. 

During 1925, a year of great pros- 


perity, over two-thirds of a billion dol. 
lars in preferred stock was offered to 
the public. The total number of issues 
was 282, by far the largest number for 
any of the nine years under review. The 
most important issue was offered in 
April when the newly formed Dodge 
Brothers, Incorporated, floated $8>.. 
000,000 preference stock of no par 
value. 

Despite continued prosperity in 1926, 
the severe stock market reaction which 
commenced in February, and other reac- 
tions later in the year, apparently ac- 
count for the smaller volume of pre- 
ferred stock issues in 1926 than in 1926. 
The entire reduction, however, was in 
the public utility group—both railroad 
and industrial preferred stocks having 
been offered in greater volume in 1926 
than in 1925. 

In 1927 there was nothing except a 
mild business recession to curb security 
offerings. The amount of preferred 
stock offered to the public established a 
record for the nine-year period of more 
than $850,000,000, accompanying, if 
not as a result of, a rapid and almost 
uninterrupted rise in stock prices. ‘The 
largest single issue in the nine years un- 
der review was in February, 1927, when 
the Consolidated Gas Company of New 
York sold $109,200,000 $5 no par pre- 
ferred stock. Another interesting issue 
came out in August when the New York, 
New Haven & Hartford Railroad issued 
$49,000,000 6% convertible preferred 
stock—a landmark in the history of this 
railroad. 


Preferred Stock and Other Corporate 


Securities 


It is interesting to compare the vol- 
ume of preferred stock offerings with 
the volume of other classes of corporate 
securities in the nine years from 1919 to 
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»>, Total corporate security offer- 


iy~ 
/ 


xs were divided as follows: 








| Per cent 
3 ity Amount | of Total 
‘. | 
n Stocks. css $ 6,156,000,000 | 17 
oe : 
rred Stock --| 4,707,000, 000 | 13 
s and Notes | 26,323,000,000 70 
Total | $37,186,000, 000 | 100 
' 
! 





[he small percentage of common stock 
s striking, while the proportion of fixed 
terest securities appears high. An 
ormous amount of common. stock, 
however, has been issued in the form 
stock dividends, especially since 
March 8, 1920, when the Supreme 
Court declared stock dividends non- 
xable for income tax purposes. 
The Federal Trade Commission found 
that 10,24§ reporting corporations had 
ssued no less than $6,2 54,000,000 stock 
as dividends in the seven years from 
1920 to 1926, inclusive.? If we figure 
the ratios for those seven years, adding 
to the amount of common stock offer- 
ings the stock dividends paid, we arrive 
at the following result: common stock 
39° ; preferred stock 11%; bonds and 
s 50%—in other words 50% stock 
| 50% fixed interest securities. These 
ratios are far more closely representa- 
tive of the actual outstanding amounts 
‘f corporate securities. 

Industrial Preferred Stocks. Just 
about 55% of the entire volume of pre- 
ferred stock offerings in the nine years 
from 1919 to 1927 was by industrial 
corporations. Chart I brings out the 
wide fluctuations which have occurred 
from year to year in the amount of these 
stocks. In 1919 there was $765,000,000, 
and in 1921 only $79,000,000. Indus- 
trial earnings, sensitive as they are to 


Report of The Federal Trade Commission on 
* Dividends, December 5, 1927, p. 4. 


St 


the movements of the business cycle, 
tend at one time to make industrial 
stocks, both common and preferred, 
easily marketable, and at other times to 
make them less popular. This no doubt 
is a reason for the wide range of these 
offerings. 

Public Utility Preferred Stocks. Per- 
haps the most striking feature of Chart 
I is the increase, both relative and abso- 
lute, in the volume of preferred stock 
offerings by public utilities. From a to- 
tal of only $27,000,000 in 1919, which 
represented less than 31% % in amount 
of all preferred stock offerings, and with 
only 10 out of 190 issues, the volume 
rose steadily (save in 1923 and 1926), 
to a total of $486,000,000 in 1927, or 
57% in amount of all preferred stock 
offerings, and represented by 78 out of 
a total of 169 issues. ‘The explanation 
for this rise is chiefly to be found in two 
developments: the rise of the holding 
company, and the spread of customer 
ownership. 

The past few years have witnessed a 
great consolidation movement in the 
power and light industry. To a certain 
extent this consolidation has been the re- 
sult of a desire to distribute as widely 
as possible the investment risk within 
the industry. A stronger motive has 
been to effect economies by interconnect- 
ing as many companies as possible in the 
same transmission systems. Still a third 
reason has been to effect economies by 
bringing a great many companies under 
one management. Other motives come 
readily to mind. The instrument of con- 
trol, of course, was common stock, but 
it was only natural that the controlled 
as well as the controlling companies 
should turn to the public for at least a 
part of their capital; and a large amount 
of capital was obtained by sale of non- 
voting preferred stock. It is patent that 
the total securities outstanding, includ- 
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ing those held by the public or by hold- 
ing companies, is very greatly expanded 
in a system of controlled and controlling 
companies. 

In 1922, according to the Census of 
Central Electric Light and Power Sta- 
tions, the operating commercial estab- 
lishments had as capital liabilities, com- 
mon stock 36%, preferred stock 13%, 
and funded debt 51%.* Undoubtedly 
the proportion of preferred stock is 
higher today than it was in 1922. These 
ratios apply to the companies engaged 
in manufacturing and selling electric 
current; they do not apply to companies 
which do not operate. By taking at 
random the capital set-up as of the end 
of 1926 of 230 subsidiary companies, 
among which are included not only 
operating companies but a large propor- 
tion of ‘‘sub-holding’’ companies, hav- 
ing a total capitalization of about $5,- 
100,000,000, the distribution per dol- 
lar of securities was found to be: com- 
mon stock 23%, preferred stock 24%, 
and funded debt 53%. Preferred stock 
was 24% of the total, as compared with 
13% for the operating companies alone 
in 1922. By computing corresponding 
ratios as of the end of 1926 for 17 of 
the largest electric power holding com- 
panies having a total capitalization of 
$1,700,000,000, the capitalization per 
dollar of securities appeared to be as 
follows: common stock 37% ; preferred 
stock 41%, and funded debt 22%. The 
small percentage of funded debt is strik- 
ing. But more striking are the succes- 
sively greater proportions of preferred 
stock at three different steps of the 
structure: 13% at the base, 24% higher 
up, and 41% at the top. It is obvious 
from these data that preferred stock has 
formed a particularly important vehicle 
* Census of Electrical Industries: Central Elec- 
tric Light and Power Stations, 1922, 1925, p. 115. 
Debenture included with preferred stock. 


for raising capital in the power and 
light industry. 


Tasie II. CusToMER OWNERSHIP SECURITY Sarre 
BY ELectric Power COMPANIES 


(Millions of Dollars) 





























Common | Preferred | Bonds, Notes, 

Year Stock Stock | and Debentures | Total 
1919 * * * 20t 
1920 : . - 43t 
1921 . ° * Sot 
1922 e ‘5 . 130f 
a ; ‘ 734 
1924 26 215 13 254§ 
1925 17 271 10 298§ 
1926 223 10 2378 
1927| 3 247 13 263§ 

Total | I, 500 

' 











*Not available. 

+Estimate. 

tElectrical World, January 7, 1928, p. 32. 
§National Electric Light Association. 


For years, meanwhile, as everyone 
knows, a movement has been gaining 
ground, whereby securities are sold di- 
rect to customers by the companies which 
se >them. Table II shows certain sta- 
tisti.. ,earing on this development. In 
round figures, the power and light indus- 
try sold $1,500,000,000 securities di- 
rectly to customers in the nine years 
from 1919 to 1927. This amount in- 
cluded common and preferred stock and 
fixed interest securities. Just about 90% 
of this amount was preferred stock, or 
roughly, $1,350,000,000. It might ap- 
pear from these figures that no less than 
70% of all public utility preferred stock 
offerings must have been in connection 
with customer ownership campaigns, 
since total public utility preferred stock 
offerings amounted to $1,853,000,000 
in this period. The figures for customer 
ownership, however, include a_ vast 
number of small sales by a great many 
companies, a goodly proportion of which 
is not reflected in the data for offer- 
ings. Nevertheless, there is a sufficient 
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number of customer-ownership offerings 
‘in the aggregate offerings figures to 
have a marked effect on the total. 

Railroad Preferred Stocks. The rail- 
roads have played only an insignificant 
role in the preferred stock market. 
[here were only 11 issues in the nine 
years from 1919 to 1927. These 11 is- 
sues totalled $163,000,o00—less than 
14% of all preferred stock offerings 
n that period. There were no railroad 
preferreds whatever in 1919 and 1920. 
The railroads were still under federal 
controlin 1919. On February 29, 1920, 
the railroads were restored to private 
operation, but with their impaired earn- 
ng capacity it was hardly a time to think 
of issuing stock. Furthermore, the 
Transportation Act of 1920 contained 
certain provisions for advancing money 
to the roads out of the federal treasury. 
These reasons, together with the fact 
that the railroads, because of their high 
credit standing, could sell fixed interest 
securities at lower cost than could any 
other type of corporate enter’ se, 
tended to increase their funded « —. and 
to keep at a low figure their preferred 
stock. At the end of 1926, all railroads, 
switching and terminal companies, and 
non-operating subsidiaries, had capital 
liabilities divided as follows: common 
stock 34%, preferred stock 9%, and 
funded debt 57%. 


Preferred Stock Offerings and the 
Business Cycle 


Reference has been made previously 
to various economic forces which tend 
to stimulate or discourage the issuance 
of preferred stocks. There appears to 
be a pronounced cyclical movement in 
offerings. This movement is 
brought out by Chart II, which com- 
pares the American Telephone and Tele- 
graph Company’s index of general busi- 


| 
tnese 


ness activity with the curve of preferred 
stock offerings. The latter series has 
been smoothed by the use of a five 
months moving average, centered on 
the third month. These “cycles” do not 
coincide exactly with those of the busi- 
ness curve, but they show a marked ten- 
dency generally to precede its major 
fluctuations. It is plain that there has 
never been any considerable volume of 
preferred stocks, except at such times 
as business has been more than normally 
active. (Ihe exception in the latter 
halt of 1927 will be discussed later.) In 
other words, there is a pronounced ten- 
dency on the part of bankers to counsel 
the issue of these stocks only in times of 


prosperity. It does not follow, however, 


that whenever business activity is above 
normal there is a large volume of pre- 
ferred stock offerings, for the chart 
shows that there were occasions when 
business was very active and yet the vol- 
ume of preferred stock issues was small. 
Clearly, when improving business prom- 
ises to increase earnings available for 
dividends, corporations are in a better 
position to issue these fixed-dividend se- 
curities and investors are more eager to 
buy them. 





OFFERINGS OF PREFERRED STOCKS 
AND GENERAL BUSINESS ACTIVITY 


120 


Chart 2 


MILLIONS OF DOLLARS 
PER CENT 














Preferred stock offerings, it should be 
noted, reached their peak and started 


to diminish in 1919, fully six months be- 
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fore business had attained its greatest 
activity. In 1923, the curve dropped 
sharply in April, and the business curve 
commenced a more moderate recession 
in June. Offerings began to increase 
rapidly in the second quarter of 1924; 
business did not pick up until a few 
months later. The spectacular drop in 
the preferred stock curve during the first 
half of 1926 is not reflected at all in the 


business curve. 
Preferred Stocks and the Stock Market 


Chart III bears further on this subject 
of the timing of preferred stock issues. 
It compares the offering curve with the 
Standard Statistics Company’s index of 
average prices of 197 industrial stocks, 
and the same Company’s index of aver- 
age prices of 20 high grade industrial 
preferred stocks. While the curve of 
preferred stock prices shows some simi- 
larity to the curve of offerings, allowing 
for differences in the plotting scales, at 
best the correlation is poor. But there 
is a very marked similarity between the 
offerings and common stock price curves. 
kor the most part, all the movements 
of any consequence in one are dupli- 
cated in the other curve. It will be noted 
that common stock prices and preferred 
stock offerings started to decline almost 
simultaneously in 1919. The sharp drop 
in the offerings curve in April, 1923, 
occurred at a time when there was an 
acute reaction in the stock market; 
while the spectacular contraction in pre- 
ferred stocks during the first six months 
of 1926 is explained by the severe stock 
market reaction at that time. This re- 
action looks rather paltry in the price 
curve, but at the time some looked upon 
it as the final turning point of the great 
bull market, and this sentiment was not 
at all conducive to make corporations 
burden themselves with more capital 
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liabilities or to persuade investors to buy 
stocks at what people thought were top 
prices. 
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Bankers, it appears, have also timed 
their offerings of preferred stock to ac- 
cord with the speculative tendency of 
the times. The work of the Standard 
Statistics Company has_ apparently 
demonstrated that prices of preferred 
stocks are dominated chiefly by prices of 
common stocks, save in the case of a 
few issues which are almost like bonds 
and which, therefore, tend to sell more 
on a yield than on a stock market basis. 
It is not surprising, then, to find that 
investors are offered and take preferred 
stocks in proportion as they evince a de- 
mand for issues already outstanding: 
that the demand for both old and new 
stocks, and the supply of new offerings, 
should reflect the speculative timbre of 
the security markets, which, in turn, re- 
flects general economic and financial con- 
ditions. 

There was a rather curious phenome- 
non in 1927. Preferred stock issues, 
with the recession in business activity, 
diminished in volume during the first 
eight months (Chart II). But when 
the discount rate of the Federal Reserve 
Bank of New York was reduced to 
314% in August, preferred stock issues 
began to increase considerably. Here 
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en was the paradox of offerings 
srought out presumably because profits 
on the increase) swelling in vol- 
_while business activity was actually 
ling. The explanation, in so far as 
is any, is apparently that specula- 
had reached such a point that the 
rket for stock issues, both common 
preferred, was exceedingly good. 
was also the added fact that 
rates were lower, making refund- 

t that time highly profitable. 


(); lity and Yield of Preferred Stock 
Offerings 


[n order to measure any possible vari- 
on in the average quality of preferred 
k offerings, an index was constructed 
ed on Moody’s ratings of these se- 
ties. It was possible to find ratings 
nearly 70% of the total number 
Moopy RATINGS OF PREFERRED STOCKS 


Imount.and Number of Issues) 


I gs Number Amount 

9 283,000,000 
2 311,000,000 
13 805,000, 000 
205 I, 122,000,000 
4 I, 195,000,000 
114 386 , 000, 000 
17 42,000,000 
4, 000, COCO 
I I ,000, 000 
g19 >4, 209 , O00, C00 

cent , oF 4 > P 
senting about 90% of the total 


ir volume, of all preferred stock is- 

in the nine-year period under dis- 
ion. In order to show the opinion 

- issues at the time of offering, the 

liest obtainable ratings were used. 
‘two histograms in Chart IV show 
the number and amounts of the of- 

igs at the different Moody ratings. 
ine actual data are represented by the 
rs, and through these bars a smoothed 
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“frequency curve’ has, in each case, 
been drawn. It is natural that the offer- 
ings at the higher ratings are larger in 
amount, for among these offerings are 
included those of several very large 
companies; and this fact explains the 
presence in the lower or volume curve 
of a pronounced “skew” toward the 
higher ratings. In both number and 
amount of offerings the mode is no 
higher than Ba. In fact just about a 
fourth of the total number and amount 
of issues received this rating. Although 
Ba is the mode, there are very few is- 
sues rated lower. Table III shows by 
number and amount preferred stock is- 
sues at the different Moody ratings, and 
these are the data plotted in the histo- 
grams. 

To form a time series of these rat- 
ings, an index had to be constructed in 
such a way that the frequency distribu- 
tion of each month would receive a sin- 
gle representative value. The ratings, 
Aaa, Aa, A, Baa, and so forth, were 








56 HARVARD BUSIN 


each given an assumed value. By multi- 
plying the various rating frequencies in 
a given month by these assumed values, 
adding the products and dividing by the 
total frequencies for that month, just 
such a value representing the average 
rating for the month was obtained. The 
resulting series appears in Chart V, to- 
gether with a curve of weighted yields 
at offering prices of the new preferred 
stocks. (Both curves are plotted as five 
months moving averages, centered on 
the third month.) The pronounced 
short-term reciprocal movement between 
these two series is exactly what one 
might expect, leaving money rates out 
of consideration. What is more inter- 
esting is that since the end of 1921 both 
series have declined uniformly and 
steadily, save for the inverse movement 
due to sporadic fluctuations in quality. 
This fact reflects the great increase 
which has taken place during these years 
in the capital available for investment, 
for both quality and yield of invest- 
ments are functions of the quantity of 
money seeking investment. It is obvious 
that the growing demand for securities 
has not only made it possible to issue se- 
curities less attractive in yield, but has 
made it possible to market securities of 
lower average rating at lower average 
yields. In 1927 for the first time, aver- 

5%. 


age yields dipped below 6% 
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There are difficulties of a theoretic 
nature, to be sure, in putting qualitative 
data, such as ratings, into quantitative 
terms, especially when the qualitative 
data are not ordered according to any 
uniform mathematical law. The weight. 
ing of this rating index was based upon 
the number of issues offered rather than 
upon the number of dollars of preferred 
stock, in order to avoid giving undue 
weight to the large high grade issues. 


Preferred Stock Redemptions 


A series of preferred stock redemp- 
tions was constructed from data in the 
Commercial and Financial Chronicle. 
Occasionally preferred stock issues have 
been called and refunded into other 
preferred stock issues of lower dividend 
rates. Such operations, however few, 
were excluded from this series. The only 
important redemption of this character 
occurred in 1927, when the Consolidated 
Gas Company of New York issued 

$109,200,000 cumulative $5 preferred 
stock to refund another i tenets of higher 
dividend rate. In all cases the date of 
redemption was taken as the “‘call date” 
—not the date when the announcement 
of callwas made. The data for redemp- 
tions are summarized in Table IV, 
while Chart VI shows the annual 
amounts redeemed by railroad, public 

TasLe IV. REDEMPTIONS OF PREFERRED STOCK 


(Amount and Number of Issues) 


















































AmouNT* NUMBER 

YEAR |——— aos —— — 
R. R.| P. U.} Ind. | Total | R. R.| P. U.| Ind. | Total 

ee aT ; sitter leapt nial 
1919 Sante 2 | 27.8 | 28.0 I II 12 
1920 : 2.4 | 47.7 50.1 | 8 9 
1921 1.6 3.4 3.0 I I | 2 
1922 , 8.3 8.3 Bags 8 .) 
1023 15.0 9.8 | 45 2] 70.0 r | 2 16 | 19 
1924 satel 1.6 | 27.2 | 28.8 I 12 | 13 
a 35.04] 86.8 [121.8 7 22 2 
1926 3.0 1448.9 |I51.9 6 62 65 
1927 1.9 1382.3 |454.2 |... 41 07 138 
ats Se A Re: 
Total 15.0 |125.5 |775.6 |or6.1 | I 60 | 237] 298 














*Amounts in millions of dollars. 
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lity and industrial corporations. It 
ates that redemptions only began to 
an important role in corporate 
ce within the last two or three 
ind that about 85% of all re- 
nptions have been by industrial con- 
s. Practically all the rest was public 
redemptions—there being only 
railroad redemption, of $15,- 
0, In 1923. 
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[t is practically impossible to find any 
relationship existing between this 
series and any other economic series. 
Certainly neither stock prices, money 
s, nor business activity seem to gov- 
ompletely this type of operation. 

In Chart VII, where the redemption 
es, plotted as a five months moving 
centered, is compared with the 

s of preferred stock offerings, it will 

‘n that, immediately following a 
ularly large volume of offerings, 

has occurred an increased volume 
lemptions. These redemptions, 
naturally do not comprise is- 
of immediately prior offering. The 

st individual redemption was a re- 

g operation in 1927, when the 
Standard Oil Company of New Jersey 
med $200,000,000 7 % cumulative 
erred stock, replacing it with com- 
stock and a large issue of deben- 


‘ver, 


[he year 1927 witnessed by far the 


largest number and amount of redemp- 
tions—roughly about half of all that 
occurred from 1919 to 1927, inclusive. 
The factors that have made possible 
these large redemptions have been, of 
course, the cheapness of money, and the 
generally improved credit of corpora- 
tions. (It is significant that many fair 
sized issues have been paid off without 
the necessity of refunding.) Earlier in 
this article it was noted that following 
1921 there was a certain amount of re- 
deeming and refunding of bonds and 
notes by means of preferred stock is- 
sues. Inthe last two years the tendency 
has been in the opposite direction, 
namely, to redeem preferred stocks with 
bonds carrying charges, which, while 
more compulsory than preferred divi- 
dends, represent a smaller deduction 
from the earnings available for common 
stock. Inthe half dozen years interven- 
ing since 1921, the general credit situ- 
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ation has become so much easier and the 
structure of corporate capitalization has 
been strengthened to such an extent by 
plowing back earnings, that there are 
few sizeable organizations to whom the 
substitution of fixed interest charges for 
preferred dividend charges could mean 
anything like the danger to common 
dividends or indeed to solvency that 
would have been felt by many in 1921. 





Advantage has therefore been taken on 
a considerable scale of the favorable 
money market and stock market condi- 
tions prevailing over the greater part of 
the last two years to get rid of an un- 
usually large amount of preferred stock 
by means of redemptions made possible 


through bond issues or other means. 


Summary 


The results of the study may be sum- 
marized as follows: 

1. The volume of preferred stock ofterings 
to the public in the nine years trom 1919 to 
1927 inclusive, was more than $4,700,000,000, 
represented by over 1,300 individual issues. 
Preferred stock represented 13% of all public 
corporate security offerings in this period. 

». The volume of industrial preferred stock 

1 to the public has fluctuated widely from 
vear to year with fluctuations in industrial 
profits. Offerings by industrial corporations 


comprised about 55% of the total by all cor- 


pe tion 

3. Public utility preferred stock offerings in- 
creased in amount, absolutely and relatively, 
nearly every vear in the period—tfrom $27,- 
000,000 in 1919, to $486,000,000 in 1927. 
Customer ownership sales have contributed 
largely to this increase, and the growing im 
portance of holding companies has made pre 
ferred stock an integral part of the capital 
structure of many public utility systems. 

1. Railroads have played a very minor role 
in the preferred stock market, partly because 


of their impaired earning capacity after federal 
control, partly because their high credit stand- 
ing permitted sale of fixed interest securities 


low yields, and partly for other reasons. 


dik ere Is a close corresponden e between 
the major movements in preterred stock ofter- 
ings and the major movements of the business 


as shown on Chart Il. ‘This would 
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seem to indicate that corporations tep 


promptly to make use of preferred stocks 


their fixed dividends, to raise new capital at q 


time when the prospects for later increased | 
come available for common stocks are 
and that when the opposite is true, cor 


tions promptly cease to offer these fixed yield 


securities coming ahead of common. stock 


equities. 


6. There is an even more marked resem- 


blance between a curve showing prefer: 


stock offerings and a curve showing fuctua- 


resemblance between fluctuations in preferred 
stock offerings and fluctuations in preferred 


stock prices (Chart III). 


7. When a frequency distribution is made 


} 


of all the preferred stock offerings included 
the study and available for the purpose, accor 


4 


ing to the original ratings given to the issues 
by Moody, the modal rating for both the num- 


ber of offerings and the amount of offerings 
as low as Ba (Chart IV). 

8. Over the nine years since the beginr 
of 1919, there is, as might be expected, a ¢ 
erally inverse short-term correspondence 


tween the average yields on the preferred s 


+ 


offerings and the average ratings accorded t 


these offerings. In addition to this, t! 
is the surprising result that over the wh 
period both the average yield and the aver 


rating have shown a marked /ong-term decline 


indicating that in spite of progressively px 


rating of preferred stocks offered, the invest- 


+ 


ment market has absorbed the offerings 
steadily declining yield (Chart V). 

9g. Redemptions of preferred stock 
show no close relationship either with pref 
stock offerings or with any other fir 
series. Since 1922 there has been a d 


a 


trend upward in redemptions with an extraor- 


dinary spurt in the first half of 1927 (( 
VI and VII). Industrial redemptions we 


85% of total redemptions. In 1922, consid 


erable preferred stock had been issued to 1 


short-term notes; in 1927, many bonds were 


issued to retire preferred stocks. 
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COOPERATIVE RETAIL 


BUYING IN THE DRUG 


AND GROCERY TRADES 


By WILFORD L. WHITE 


NOMPETITIVE retailers may co- 
perate for any one or more of at 


() 
, 


ist three purposes: to exchange 
nation’, to advertise collectively’, 
collectively. The aim of collec- 
ig is to reduce the purchase 
secure some control of the chan- 
listribution, and collectively to 
) private brands. There are sev- 
s of collective buying by retail- 
ng from loosely organized buy- 
pools, and buying syndi- 
ly incorporated companies 


ind 
5 oe a" 
; 

ral 


o a warehouse. This article is 

ly concerned with cooperative re- 
g associations of unit retailers. 
operative retail buving associa- 
incorporated organization of 
independent retailers which 

sa common but distinct wholesale 
for its members, buys in its 

and warehouses its pur- 

Such organizations are com- 
ound in the drug and grocery 

1 to a limited extent in the 


allied to these associations 
; tain other types of cooperative 
organizations. ‘The first of 
| types are called ‘‘semi-co- 
: aa : 
since while controlled pri- 
tailers own minority stock or 
ae J 

uying privileges which are pur- 
Research Association, New York 

mple of that tvpe. 
ving organizations were formed pri- 
rpose: Better Service Stores, Inc., 
Omaha Handy Service Stores, 
Club of St. Louis, and the Red Star 

se, New York. 


nizations are: Mutual Drug Com- 


ind, with 6 branches, the Boston 


chased at a nominal sum.* The second 
type is the contract wholesaler, who as 
an independent service wholesaler indi- 
vidually or collectively contracts with 
some of his retail customers to reduce 
wholesale selling costs and to improve 


retail merchandising.* 


Causes of Cooperative Retail Buying 


The primary cause of cooperative re- 
tail buying has been competition. Fol- 
lowing the Civil War, an overproduc- 
tion of factory products gave an impetus 
to wide-scale distribution. Because of 
better transportation facilities, manu- 
facturers were able to seek wider mar- 
kets for their merchandise with the re- 
sult that several erstwhile local manu- 
facturers competed in the same territo- 
rial markets for the trade originally sup- 
plied by one. This increased competi- 
tion among manufacturers resulted in 
increased competition among wholesal- 
ers and retailers. 

Such a condition was aided by the de- 
velopment of trade-marks, uniform 
packages, and illustrated cartons. Mag- 
azine advertising, the most common type 
of national advertising, began during 
the period of 1560-1570 and developed 
gradually until about 1890 when it in- 
creased at a more rapid rate. 

More intensive competition, aided 


Wholesale Grocery Com; Snowden-Mize Drug 


Company, Atchison, Kansas, Elmira Wholesale 
Grocery Company, Elmira, New York, United Con- 
sumers, Inc., Boston, and the Sparton Compan 


Inc., San Francisco. 
‘Among such, the following are examples: Red 
and White Corporation, Buffalo, and the Independ 


ent Grocers’ Alliance, Chicago 
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by a uniform product which was becom- 
ing widely known, set the stage for price- 
Generally speaking, there are 
two types, one of which has been aptly 
called predatory price-cutting. It is ac- 
complished by arbitrarily cutting prices 
on well-known, nationally priced lines in 
attract well 
aware of the savings which can be made. 
Losses or decreased net profits are then 


cutting. 


order to buyers who are 


made up on non-branded or other un- 
known articles. 

Such practice was common as early as 
1879 when Thomas H. Lord, president 
of the National Wholesale Druggists’ 
Association, said in his presidential ad- 
dress: “Is it right and just upon an even 
market to offer and sell even a few arti- 
cles at a price less than, or so near to, 
the purchase price as to fail to pay their 
proportionate part of the actual expense 
of conducting business? Whoever pur- 
sues such a course must make up the de- 
ficiency of profit on the so-called ‘lead- 
ers’ by charging a large profit on other 
goods about which the purchaser is not 
as familiar, or he must suffer manifest 
injustice.” Various methods which were 
attempted to curb the predatory price- 
cutter during this period culminated in 
the drug trade in the “Tripartite Plan,” 
which was dissolved in 1907 as a result 
of a Decree of Consent. The problem 
has been a current one to the present 
time and has not been confined to the 
drug trade alone. 

The second type of price-cutting, re- 
sulting from this same cause, competi- 
tion, has been made possible by newer 
methods of retail distribution. Depart- 
ment stores in the drug field, mail-order 
houses in the hardware trade, and chain 
stores in both the drug and grocery 
trades have increased their competitive 


5 4 History of the National Wholesale Druggists’ 
{ssociation, pp. 29-30. 


position at the expense of the independ. 
ent retailer partly on a basis of price. 
cutting. They have done this either as 
a result of increased buying power, low 
operating expenses, or both. Table | 
indicates the relative growth of these 
methods of distribution, compared with 
that of the independent, who commonly 
buys through the service wholesaler. [np 
the drug trade, it is estimated that in 
1926 the independents still handled 
slightly less than 75 % of the retail busi. 
ness, with some 2,200 chain stores sell- 
ing 12% and department stores 8° 
more of the total retail volume. Other 
types of distibutors sold the remainder, 
TaBLe I. INDEXES OF SALES* 
CORRECTED FOR SEASONAL VARIATION 
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“Federal Reserve Board Bulletin. 


In the grocery trade the chain store 
is at present the dominating competitor 
of the independent, handling, in 1926, 
approximately 38 % of the total volume 
of grocery and allied products com- 
monly distributed by different types of 
retail distributors. This figure compares 
with slightly more than 50% for inde- 
pendents, the remaining quantity being 
distributed through cooperative and 
company stcres, house-to-house selling, 
and mail-order houses and department 
and general stores. 

Price-cutters, however, whether they 
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were able to make up their losses on un- 
advertised goods and thus continue in 


1 
rn 


VU 


siness, whether they failed to do so, 
- whether they actually reduced distri- 
tion expenses, affected the business of 

more cautious competitors who 


naturally looked for competitive weap- 
ons, one of which appeared to be coop- 


tive buying. These changing meth- 
ls of distribution either temporarily 
r permanently introduced the consum- 
« public to lower prices or more attrac- 


tive methods of purchasing, thus forc- 


he independent retailers to consider 


ooperative effort in self-defense. 


In addition to these reasons for the 
ganization and continuance of coop- 
tive retail buying associations, there 
one important internal reason why 
n organization tends to perpetuate 

a condition is even more 
of an association. Any independ- 
operative effort offers work to one 
more people whose weekly or monthly 
ome depends upon the continuance of 
cooperative effort. Irrespective of 
original cause or of outside pressure 
m continuing causes, a cooperative 


1 
ouch 


issociation will tend to perpetuate itself 


1D of 


i 


} 
) 


to the point where, circumstances 
‘mitting, the management may con- 
to operate it as a private independ- 


} 
¢ 


jusiness enterprise. 


ry of Cooperative Retail Buying 
Associations 


lhe first cooperative buying effort 

g retail druggists known today re- 
ited in the organization as a buying 
the New York Consolidated 
ig Company in Manhattan, New 
rk City, in 1887. This club, the mem- 
rship of which was originally Ger- 
n, Was incorporated in 1900 and has 
wn until its sales in 1927 amounted 
pproximately $1,000,000. In 1888, 
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and without knowledge of the first, the 
Philadelphia Wholesale Drug Company 
was organized as a limited partnership 
and is today the largest strictly coopera- 
tive drug house in the United States, 
with an average membership in 1927 of 
1,600 and sales of approximately $7,- 
500,000. Only two other associations 
are known to have been organized prior 
to 1900 and three more prior to 1910, 
all located in the East. By 1926, there 
were 16 such associations in the drug 
trade, none of which was organized sub- 
sequent to 1920. During 1927, how- 
ever, at least three more were started. 
This figure compares with 234 service 
wholesale drug houses, which in 1927 
were members of the National Whole- 
sale Druggists Association, and with 
1,626, the figure given in Population 
and Its Distribution. 

From information available from 10 
of these associations, it is estimated that 
all cooperative associations in this field 
have a total membership of 6,200 re- 
tailers, about 13% of the total retail 
druggists. To these members, and a 
few non-members, they are estimated to 
have sold in 1926, $30,000,000 worth 
of merchandise, an average of about 
$1,900,000 per firm. By a series of cal- 
culations it is further estimated that 
these 16 associations do about 4.8% of 
the total wholesale drug business reach- 
ing independent stores. 

In the grocery trade, the Frankford 
Grocery Company of Philadelphia, or- 
ganized in 1888, was the first known 
cooperative effort. Shortly afterward a 
group of men in this association with- 
drew and formed the Girard Wholesale 
Grocery Company of the same city 
which went into the hands of receivers 
in 1926. The Frankford Company is 
today the largest cooperative in its field, 
having done in 1927 a business of about 
$6,000,000. Prior to 1908, only 12 or- 
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ganizations were in operation. Through 
the courtesy of H. M. Thomas, pub- 
lisher of the Thomas Register of the 
Grocery and Kindred Trades, and Mr. 
A. H. Kamiat, its editor, the figures in 
Table II for the period since that date 


are available. 


Tasre Il. THe NUMBER OF COOPERATIVE RETAIL 
BuyING ASSOCIATIONS IN THE GROCERY TRADE 
REPORTING TO THE THOMAS PUBLISHING 


Company, New York CltTy.* 


Number Number Number of Total 

2 New Associations | Number of 

Associations 
Reported 
Operating 


Rep 
Year in | Reports Reported 

| Previous | Received | Closed 
Year During Year | During Year 





I °) 13 

ps 13 
13 
18 


1 
Ohne & 
IMIR - 
7 
> 





*As reported by A. H. Komiat, editor of the Thomas Reg- 


ister of the Grocery and Kindred Trades. These figures do 
not include information on the Creasey Corporation, Louis- 
ville, Kentucky, and its various subsidiaries which now operate 
37 branches from coast to coast and the American Grocers’ So- 


ciety, Incorporated, Newark, which failed in 1925 after hav- 
ing opened and closed 15 branches located in Massachusetts, 
New York, New Jersey, Pennsylvania, Virginia, West Virginia, 
Maryland, Georgia, Louisiana, and Ohio. Both organizations 
were privately owned and operated, selling buying privileges 
to reiailers The names of 16 others were withdrawn be- 
cause they were known to be organized on a similar basis. 


This table probably does not include 
all cooperative grocery associations. 
Neither are included all associations of 
the type limited to the definition. Al- 
though the period covered represents a 
formative stage of development, the 
table shows that the rate of organiza- 
tion was very rapid during 1917-1920, 
when food prices were high, the failure 
rate being high during the ensuing pe- 
riod of depression, 1920-1922. The re- 
markable fact is that only 84 out of 180 
associations, 47%, organized during 


this period, 1908-1927, failed as coop. 
erative organizations. It is estimated 
that there were approximately 85 coop. 
eratives in the grocery trade at the open- 
ing of 1928. 

The average sales per association 
from reports available would appear to 
be $1,342,000. Although it is less than 
the figure for those in the drug field, it 
is higher than the average of $1,000, 
ooo for service wholesalers.® It is esti- 
mated that these 85 associations had a 
membership of 25,000 or about 10% of 
the total retail grocers. They sold 
about $114,000,000 worth of merchan- 
dise to these members and some non- 
members in 1926. It is further esti- 
mated that these associations do about 
5% of the total wholesale business 
reaching independent stores. 

Investigation into other trades re- 
veals few attempts and still fewer coop- 
erative retail buying associations in 
operation. Although there have been 
several attempts in the hardware trade, 
only two are known to be operating to- 
day. A few attempts have been made in 
the jewelry trade without success. No 
associations of this type are known to be 
in existence in any other of the retail 
fields. 


Comparative Costs of Doing Business 


There are few reliable figures for the 
cost of doing business as a cooperative 
retail buying association, comparable to 
those collected by the Harvard Bureau 
of Business Research for service whole- 
salers in both the drug and grocery 
trades. In the drug trade, however, 
total expense figures are available for 7 
cooperative associations, 129 service 
drug wholesalers, and for the most eff- 


® Bulletin No. 40, Operating Expenses in the 


Wholesale Grocery Business in 1923, Bureau of 
Business Research, Harvard University. 








. COOp- 
mated 
| COOop- 
> Open- 


clation 
ear to 
s than 
eld, It 
| ,O00,- 
is esti- “4 
had a 
0% of 
sold 4 
rchan- 4 
e non- ? 
r esti- ; 
about 
isiness 





ee eee 


es fFe- 


Fe Tait aL Peston 


F COOp- 
yns | 


edhe 8 


been 
trade, 
ing to- 
yade in 
. No 
n to be 

retail 


a Ls a PRS 


simess 


ee 


or the 
‘rative 
ible to 
Jureau 
whole- 
rocery 


et an 





wever, 
for 7 
service 


st efh- 


nc pias, 


in the 


dite aE | 


reau 0! | 








sel ce 


sent a ft 


COOPERATIVE RETAIL 


service wholesaler and the most 
ent cooperative association. 
\With these figures as a basis,’ the 

age cooperative retail buying asso- 
ciation in the drug field appears to effect 
ing of 8.9% over the average serv- 
lrug wholesaler. Further, the aver- 
association appears to make a sav- 
f 2.8% over the most efficient serv- 
holesaler, and the most efficient 
iperative makes a net saving of 3.8‘ 
most efficient service whole- 


> 
A 





Service 
Wholesale 
Druggists 


| Cooperative 
Association 
Druggists 





(1924) (1926) 
tal expense. .|(129) 15.8%*| (7) 6.90% 
xpense of most 
rm (1) 9.7 (1) 5.9 
N , Operating Expenses in the Wholesale 


in 1924, Bureau of Business Research, Harvard 


the Harvard Bureau of Business Research. 


lhe fact that different associations 
extend different services has been taken 
into account. The total expense figures 
for cooperatives include all buying, sell- 
ng, warehousing, and delivery expenses, 
r overhead including taxes and de- 
preciation, sarnings set aside for 
emergencies. None of the figures in- 
cludes merchandise dividends, dividends 
upon common stock, or full interest on 
investment. Interest charges for coop- 
are approximately 50% of 
what they should be, since roughly that 
proportion of the total investment by re- 


and 


eratives 


these figures are not entirely com- 

In the first place, they are not all for the 
ear. In the second place, the number of 
very limited and while the 
ntage reporting to the total number in opera- 
16, is probably as high as the percentage for 
the total is too small to pre- 
ypical average. In the third place, since the 
entages are based on the selling price, and 


Obviously, 


r cooperatives is 


wholesalers, 
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TABLE IV 





a ; : 
| Service Cooperative 
| 


| 
Wholesale | Association 
Druggists | Druggists 
(1924) (1926) 
PT Peensk : } 
Average total expense. .|/(129) 15.8% | (9) 7.65% 
Total expense of most | 
efficient firm... .. (x) 96.7 *] (1) 6.65 
a 





tailers bears no interest charges. This 
saving can be estimated at 34 of 1%. 
Making such an allowance, the figures in 
Table LV are comparable. 

With this adjustment, it appears that 
for ave rage organizations, the coopera- 
tive association has an advantage of 
8.15% over the service wholesaler. 
Since the range between the most efh- 
cient service wholesaler and the average 
service wholesaler, however, is greater 
than that between the most efficient co- 
operative association and the average 
association, the fundamental difference 
in expense is nearer 3% 

Grocery Associations 

The average total expense figure for 
501 service grocery wholesalers, the 
total expense of the most efficient one, 
the aver age total expense figure for 7 
cooperative retail buying associations 
in the grocery field, together with the 
most efhcient one are as shown in 
Table V. 

With these figures as a basis, the 
average cooperative retail buying asso- 
ciation in the grocery field appears to 
effect a saving of 4.5% over the average 


since the selling price for cooperatives is less on 
the same articles than that for service wholesalers, 
the same percentage of cost for both would 
mean a smaller dollar-and-cents cost for the co- 
operative. 

8 Too much emphasis must not be placed on the 
figures for the most efficient firm in either group 
without more information concerning the charac- 
teristics of the particular organizations. 
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service grocery wholesaler. Further, 
the average association appears to make 
a saving of 1% over the most efficient 
service wholesaler. The most efficient 
cooperative realizes a net saving of 








3.35% over the most efficient whole- 
saler. 
Tasie V 
Service Cooperative 
Wholesale | Association 
Grocers Grocers 
(1926) 


(1923) 


(7) 6.1% t 





or eee Ty ~~ 
Average total expense. .|(501) 10.6%* 
Total expense of most 


eflicient firm. . . | Cz) 9.2 Th Ge) gc%5 











*Bulletin No. 40, Operating Expenses in the Wholesale 
Grocery Business in 1923, Bureau of Business Research, Har- 
vard University. 

TtSupplied by the Harvard Bureau of Business Research. 

tThe average total expense figure for 7 other associations, 
none of which delivered, is exactly 2% less. 


The same difficulties experienced in 
comparing expense figures in the drug 
trade are found in the grocery trade. 
Making allowance for interest charges, 
the figures in Table VI may be deemed 
comparable. 








Tasie VI 
—— — — ; 
| " “ m - 
Service | Cooperative 
Wholesale | Association 
Grocers Grocers 
(1923) | (1926) 
Average total expense. .|(sor) 10.6% | (7) 6.9 
Total expense of most | 
a : 
efficient firm. . | (1) ‘2. | S33 4:4 





Making this adjustment, it appears 
that for the average organization, the 
cooperative association has an advan- 
tage of 3.7% over the service whole- 
saler. The average association has an 
expense of only slightly less than the 
most efficient service wholesaler, while 
the most efficient association has a total 
expense which is only 2.6 % less than the 
most efficient service wholesaler. 

In an attempt to check these figures, 


the selling price quoted on a list of 
standard trade-marked merchandise by 
a well-established cooperative associa. 
tion and service wholesaler selling in the 
same territory is given in Table VII. 


TasLe VII. Prices QuoTED BY A LARGE Grocery 
CoopPpERATIVE ASSOCIATION AND A LARGE Service 
WHOLESALER IN A LARGE MIpDLE WEsT City 
DvuRING THE First WEEK IN AuGuST, 














aoa7- 
’ Coopera- Service 
Quantity tive Wholesaler 
Association 
Gold Dust.... ...+..]12 pkgs. $ 2.70] $3.20 
Kellogg’s Corn Flakes. . 36 reg. pkgs. 2.65 2.85 
Campbell’s Pork and 
era i 2.95 3.4 
Lifebuoy Toilet Soap. ....|100 bars 6.15 6.5 
Mason on, RS. \% doz. quarts 8.95 9.25 
Argo Gloss Starch........|48 1-lb. pkgs. 3-35 3.60 
Royal Fruit-flavored 
OS ae 36 3%-oz. pgks 3.15 3.4 
Libby’s Beef Extract... ..|12 2-oz. jars 3.55 4 
Palmolive Soap. ..... 144 4-0z. bars 0.47 10. sot 
Bon Ami, Powdered... .. .|36 12-0z. cans 3.55 3 
$46.47 | $50.55 














*Both offer 1% cash discount, 10 days. 
tList price is $11 with a free deal of 12 per gross. 


Although the saving to the retailer in 
this instance is 7%, it must be remen- 
bered that the list does not include 
staples such as sugar and potatoes, the 
low margin and volume of which would 
materially reduce the figure.® 


Fortunately, there is available addi- 
tional information, which helps localize 
these savings. One grocery cooperative 
house filed returns with the Harvard 
Bureau of Business Research for the cal- 
endar years of 1917-1921 and 1923, 
which are as nearly comparable to any 
other report for those years as such a 
method of reporting information per- 
mits. This expense analysis is presented 


®A well-established, cash-and-carry wholesaler 
located in the same city was at the same time quot 
ing a price of $44.24 on this same bill of goods. 
Thus, by going for the merchandise and paying 
cash prior to delivery, the retailer could save 5% 
over the amount paid the cooperative association 
which extended credit for 7 days and delivered, or 
12% over that paid to a service wholesaler who 
extended 30-day credit and delivered. 





* 
© 
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average service wholesaler in all of the 


eight groups. 








Tasie IX. COMPARISON OF SAVINGS 
EFFECTED, 1923 
Savings Savings 
Effected by | Effected 
| the Average | by One 
| Service Cooperative 
Grocery Grocery 
| Wholesaler | Association 
Potal sc!ling expense | 2.19% 


Total receiving and 





shipping expense -73 
Total executive and 

office por niet ' 73 
Other buying and office | 

expense 24 
Other overhe ad expense 03 
Total interest 79 
Miscellaneous expense. .| 13 
Losses from bad debts | 17 

-—- ws a 
None 4.98% 





A similar comparison between this 
one cooperative association and the 
most efficient service wholesaler is pre- 
sented in Table X. 

These figures indicate that this asso- 
ciation makes its important savings in 
selling expense and interest. At the 
same time, they indicate that it makes 
no saving in the receiving and shipping 
departments and in other general over- 
head which includes rent; light, heat, 
and power; taxes; insurance; and depre- 
ciation (not including that on buildings 
and delivery equipment). In this par- 
ticular case, a saving in executive salaries 
is almost entirely offset by a greater ex- 
pense in office salaries, wages, and bon- 


uses. Since this association extends 
credit for an average of 30 days, its 
losses from bad debts are almost as 


large as those of the service wholesaler, 
even though the association is protected 
by cash deposits and limited credit. Its 
stock-turn is over twice as rapid. In 
making this comparison it must be re- 
membered that the total expense of 
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5.6% is slightly lower than the average 
of 6.1% for associations in the grocery 
trade which deliver. 

These expenses of this association for 
the year 1923 are typical. Other data 
for the period 1917-1921 indicate that 
the average total expense was about 
5.5%. During this period, selling ex. 
penses gradually increased, as did losses 
from bad debts. The other expense per- 
centages remained about the same, al- 
though total sales more than doubled 
during this period, indicating that dol- 
lar expenses increased directly and 
proportion with dollar sales. In con- 
trast, the gross margin fluctuated from 
3.6% to 7.9% of total net sales. 


Real Savings 
The primary purpose of cooperative 


distribution is to reduce the cost of the 
merchandise to the retailer and possibly 




















TABLE X. COMPARISON OF SAVINGS EFFECTED 
Savings 
Effected by Savings 
the Most Effected 
Efficient by One 
Service Cooperative 
Grocery Grocery 
Wholesaler | Associatior 
Total selling expense r.73° 
Total receiving and | 
shipping expense 05% 
Total executive and | 
office salaries...... 1! 
Other buying and office 
oo 29 
Other overhead expense 02 
Total interest........ 05 
Miscellaneous expense 13 
Losses from bad debts. 09 
0.07% | 3.30% 
on 





to the public. Such cost can be reduced 
only in one or more of three ways: (1) 


by eliminating the functions performed 


by an independent distributor, (2) by 


aes, POSE 5) eR ae apR DALE RIB Mg te Ti OU 











Cee ed tee re 


EAE 





erage 


“OCery 


on for 


educed 


rs: (i 


Formed 
(2) by 








‘i 


ee ae Se oe 


COOPERATIVE 


lucing the cost of performing one or 
-e of the wholesale functions, or (3) 
ifting the cost of performing one 
re of the wholesale functions to 
the supplier, usually a manufac- 

) other wholesalers, usually a 

vice wholesaler, or (c)_ retailers, 
mmonly members of the association, 
of whom can perform these functions 
-e economically than can the associa- 


Cooperative retail buying associa- 
ins do not eliminate any functions per- 
| by other wholesale distributors. 


do reduce the cost of performing 


They also shift the 
mp lete performance of some and par- 
rformance of others to other dis- 
tors. In so doing, they reduce their 


functions. 
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total expense and thereby appear to 
operate at greater net savings than do 
competing service wholesale houses in 
the same trade. Actual savings repre- 
sent a net advantage which accrue to this 
method of operation. Those resulting 
from a shift in performance, however, 
are not real and should be considered 
only in connection with the added ex- 
pense accruing to the manufacturer, 
wholesaler, or retailer who assumes per- 
formance. Only if the combined figure 
is less than the similar one for competi- 
tors, is such a shift economically justi- 
fied. The next step is then to prove, if 
possible, the extent to which the savings 
attributed to cooperative retail buying 
associations are real and to what extent 
they indicate a shift of performance. 
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ness subjects. “Case idies in Business,” 
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gested by one of the outstanding character- 
istics of the Graduate School of Business Ad- 
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SUMMARIES OF BUSINESS RESEARCH 


(THE RELATIVE INVESTMENT VALUE OF INDUSTRIAL 
AND RAILROAD COMMON STOCKS! 


NINCE the Industrial Revolution 
there have been in all the leading 
nations of the world two distinct 
velopments which have made it pos- 
to provide at an ever decreasing 
t an ever increasing amount of neces- 
s, comforts, and luxuries. These de- 
pments have been a specialization 
productive units, on the one hand, 
| an enormous increase in transporta- 
yn facilities, on the other. In order to 
vide the large amounts of capital 
ich these industrial and transporta- 
enterprises have required, it has 
en found necessary, in the United 
tes at least, to organize private cor- 
rations. 
In either the case of corporations pro- 
ucing large quantities of specia'ized 
ods or the case of corporations trans- 
rting these specialized goods from 
ne place to another, there must be some 
lividuals who reap whatever profits 
may be and who bear the risks of 
lure. These opportunities for profit 
nd these risks of failure are repre- 
ted in their tangible and ultimate 
rm by ownership of shares of common 
k. So far the two types of enter- 
> are markedly similar. 
Historically, however, the circum- 
nces surrounding each type of enter- 
rise began soon to diverge, with the re- 
sult that the present-day investor in the 
ommon stock of industrial corporations 

kes entirely different risks from the 


\dapted from a thesis by G. S. Farrar, sub- 
- , 

in the course in Corporation Finance in the 

rd Graduate School of Business Adminis- 


January, 1928. 


present-day investor in the common 
stock of railroad corporations. With 
respect to ordinary industrial corpora- 
tions, the United States government 
still retains a distinct attitude of Jaissez 
faire, and in such circumstances this at- 
titude has proved practicable. Compe- 
tition has ordinarily regulated industrial 
corporations in a manner fair to all. 

In the case of railroads, however, a 
competitive regime has proved impos- 
sible. Because of the high fixed charges 
and the low direct costs incidental to 
railroad operation, competing manage- 
ments undertook devastating rate wars 
shortly after construction was com- 
pleted. Numerous railroad failures re- 
sulted. There ensued a period of com- 
bination, which gave to many railroads 
such added strength that they began to 
disregard grossly the interests of the 
shippers. Such were the conditions in 
1887 when the United States govern- 
ment, recognizing the paramount im- 
portance of efficient transportation to a 
nation’s welfare, began to regulate the 
railroads, gradually at first, but increas- 
ingly, until at the present time, the In- 
terstate Commerce Commission exer- 
cises virtually complete control over the 
railroads, with, as some maintain, a 
mandate to fix such just and reasonable 
rates as will insure the carriers a reason- 
able return upon a fair valuation of 
their properties. 

As a result, there are at present in- 
dividuals who have assumed the risks in 
expectation of profits of two different 
types of enterprise: the ordinary indus- 
trial corporation, which enjoys a rela- 
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tive freedom of action, and the railroad 
corporation, the operations of which are 
largely regulated by a governmental 
agency. It therefore becomes desirable, 
as a problem in social justice, to deter- 
mine whether, on the one hand, the reg- 
ulated railroads have fared better than 
the unregulated industrials, or whether, 
on the other hand and possibly because 
of regulation, the industrials have fared 
better than the railroads. Furthermore, 
as a more practical matter, it is desir- 
able to examine the investment history 
of the common stocks of industrial and 
railroad corporations and to determine 
which of the two groups as a whole has 
ottered the better investment possibili- 
ties, the value of such a study being the 
reasonable probability that what has oc- 
curred in the past will under similar cir- 
cumstances recur. Finally, a study such 
as this will add to the general mass of 
evidence which may be used in coloring 
the railroad regulation of the future. 
For these several reasons, the present 
analysis of the relative investment value 
of the common stocks of industrial and 
railroad corporations was undertaken. 


II 


Immediately when such a study as this 
is undertaken, there arises a group of 
problems relating to the periods of in- 
vestment to be assumed, the selection of 
the common stocks to be analyzed, the 
method of distribution of the assumed 
investment among these stocks, and the 
method of comparing the ultimate re- 


sults. The solutions of such problems 


are necessarily somewhat arbitrary; yet, 
in every case, there were distinct reasons 
for the choices made in this study. 

In determining the length of the over- 
all period to be included in the analysis, 
it was necessary to balance against the 
advantages of a very long period the ad- 


vantage of securing a large sample of 
the companies operating in each field, 
A careful weighing of the advantages of 
several possibilities led to the selection 
of the seventeen-year period from Janu. 
ary I, 1910, to January I, 1927, as the 
period which would be the longest and 
at the same time permit a representative 
selection of companies to be included. 
During these seventeen years there 
were important changes in business con- 
ditions which made desirable a subdivi- 
sion of the entire period into seven 
shorter periods, the selection of dates 
being based upon a study of the major 
fluctuations of the Dow-Jones price 
averages of the common stocks of in- 
dustrial and railroad corporations. The 
dates selected as major turning points 
in business and monetary conditions 
were as follows: 
January 1, 1920 
July 1, 1921 
January 1, 1923 
January I, 1927 


January 1, 1910 
November 1, 1912 
January 1, 1915 
January 1, 1917 
Investment was at first assumed on 
January 1, 1910, and liquidation on 
each of the subsequent dates selected. 
During the first part of 1910, however, 
it was possible that the railroad stocks 
were priced higher, in comparison with 
industrial stocks, than their inherent in- 
vestment value would justify. Such 
stocks as Denver & Rio Grande, Erie, 
Kansas City Southern, Missouri, Kan- 
sas, & Texas, and Missouri Pacific, 
which have not since paid a dividend, 
were selling from a low price of $344 
share, in the case of Erie, to a high 
price of $71.50 a share, in the case of 
Missouri Pacific. On the group as 2 
whole, the average annual yield for the 
next ten years was not 3% of the mar- 
ket price on January 1, 1910. It was 
decided, therefore, to strengthen the 
conclusions of the study by making addi- 
tional calculations which assumed an in- 
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tment on each one of the dates se- 
| and liquidation on January 1, 
Thus, the date of the original 
vestment was prevented from becom- 
important factor in the results 
ned. 
No less dificult a problem was the 
per selection of comparable com- 
s in the two types of enterprise. 


VCs 


On the one hand, there were a number 


tilroads which had maintained a con- 
ious existence throughout the period. 
Selection of these companies alone 
uld not have been difficult. On the 

r hand, however, there were in 1910 
nber of industrial companies which 
since disappeared, their place often 

o taken by companies which were 
existent in 1910. Since the railroads 
in continuous existence throughout 
period, it might be concluded that 
rison would be most equitable if 
trials were also in continuous 

ce. Such a selection of industrial 

es would be unjustified, how- 
nasmuch as weak railroads are 
ntinually resuscitated, often at the ex- 
se of the common. stockholders, 
‘as weak industrials are allowed to 
quietly into oblivion. The selection 

t therefore include only those rela- 
industrial stocks included in the analysis 
Company; Amalgamated 
Company; American Agricultural Chem- 
American Beet Sugar Company; 
American Car and 


Cotton Oil Com- 
Company ; 


\llis-Chalmers 


Company: 
Can Company; 
American 
Hide and 
Ice Securities Company; American Lin- 
American Locomotive Company; 
Malt Corporation; American Smelting 

ng Company; American Steel Foun- 
\merican Sugar Refining Company; Amer- 
len Company; Anaconda Copper Mining 

; Batopilas Mining Company; Bethlehem 
Corporation; Butterick Company; Central 
Company; Colorado Fuel and Iron Com- 
Columbus and Hocking Coal and _ Iron 
Comstock Tunnel Company; Corn 
Refining Company; Crex Carpet Com 
stil General! 


Company; 


. Leather 


merican 


Cor ny ; 


tillers’ Securities Corporation; 


tively strong industrials which had sur- 
vived a hectic 17-year period, and yet 
include railroads of all descriptions. 
Comparison of two investment groups 
such as this might lead to unjustified 
conclusions. Accordingly, a selection 
was made which included every indus- 
trial and railroad common stock traded 
in on the New York Stock Exchange 
during the first week of January, 1910.” 
Conclusions based upon such a selection 
of common stocks are obviously unpreju- 
diced by the manner of selection of the 
securities. 

Of the 49 railroad stocks so selected, 
26 paid dividends in 1910, while of the 
industrial stocks, only 23 paid dividends 
in that year. In all probability, there- 
fore, the railroad investment would 
have been considered the more conser- 
vative at the time. 


Douste List 


A third problem concerned the ac- 
count of the assumed investment in each 
security. There were three possible as- 
sumptions: the investment of an equal 
amount of money in each of the two 
groups of securities, the investment of 
an equal amount of money in each com- 





Electric Company; Granby Consolidated Mining, 
Smelting and Power Company; International Har- 
vester Company; International Mercantile Marine 
Company; International Paper Company; Inter- 
national Steam Pump Company; National Biscuit 
Company; National Enamelling and Stamping 
Company; National Lead Company; New York 
Air Brake Company; Pacific Mail Steamship Com- 
pany; Pittsburgh Coal Company; Pressed Steel 
Car Company; Pullman Company; Quicksilver 
Mining Company; Railway Steei Spring Company; 
Republic Iron and Steel Company; Sloss-Shefheld 
Steel and Iron Company; Tennessee Copper Com- 
pany; Union Bag and Paper Company; United 
Dry Goods Companies; United States Cast Iron 
Pipe and Foundry Company; United States Rubber 
Company; United States Steel Corporation; Utah 
Copper Company; Virginia-Carolina Chemical 
Company; Virginia Iron, Coal, and Coke 
pany; Vulcan Detinning Company; and Westing- 


Com- 
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mon stock, or the purchase of an equal 
number of shares of each common stock. 
The first possibility was eliminated be- 
cause of the different market prices of 
the stocks and the consequent impossi- 
bility of equitably distributing the in- 
vestment among them. The second pos- 
sibility was eliminated because of the 
complexity which would be introduced 
into the calculations, while an exactly 
similar result might, if desired, be ob- 
tained in a much simpler manner by cal- 
culating the percentage gain or loss on 
each security and then averaging the re- 
sults. The third possibility was there- 
fore selected. 

The percentage gain or loss from 
each security was not obtained, however, 
since it appeared that the additional cal- 
culations would not be necessary to ob- 
tain a fair result. Although the aver- 
age investment in each railroad stock 
was approximately twice the average in- 
vestment in each industrial stock, there- 
fore opening the possibility that low 
priced industrial stocks might become 


house Electric and Manufacturing Company. 

The railroad stocks included in the analysis 
were: Atchison, Topeka, & Santa Fe Railway; 
Atlantic Coast Line Railroad; Baltimore & Ohio 
Railroad; Canada Southern Railway; Canadian 
Pacific Railway; Central Railroad of New Jersey; 
Chesapeake & Ohio Railway; Chicago & Alton 
Railroad Company; Chicago & Northwestern Rail- 
way; Chicago Great Western Railroad; Chicago, 
Milwaukee, & St. Paul Railway; Cleveland, Cin- 
cinnati, Chicago & St. Louis Railway; Colorado & 
Southern Railway; Delaware & Hudson Company; 
Delaware, Lackawanna & Western Railroad; Den- 
ver & Rio Grande Railroad; Duluth, South Shore & 
Atlantic Railway; Erie Railroad Company; Hock- 
ing Valley Railway Company; Illinois Central Rail- 
road Company; Iowa Central Railway; Kansas 
City Southern Railway; Lake Erie & Western Rail- 
road Company; Louisville & Nashville Railroad; 
Minneapolis & St. Louis Railroad; Minneapolis, St. 
Paul, and Sault Ste. Marie Railway; Missouri, 
Kansas & Texas Railway; Missouri Pacific Rail- 
way Company; New York Central & Hudson River 
Railroad Company; New York, Chicago & St. Louis 
Railroad; New York, New Haven & Hartford Rail- 
New York, Ontario & Western 


road Company; 
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utterly valueless and yet not affect the 
result largely, an examination of the 
data showed that of the 21 industrials 
the market price of which declined 
more than 30% during the entire pe. 
riod from January, 1910, to January, 
1927, 16 were priced originally above 
$30 per share. The average price of 
the 21 stocks was $52.70, only slightly 
less than the average price of the entire 
56 stocks, and the total amount of the 
declining stocks was 35% of the origi. 
nal investment. It is apparent from 
these facts that calculation of the total 
percentage gain for each group as a 
whole would sufficiently reveal the rela- 
tive profitableness of these two groups. 

The work of assembling the raw data 
into a workable form was divided into 
six parts: 

1. Tabulating the market value of 
the investments at each of the dates 
selected :* 

2. Tabulating the market value of 
the stock dividends over 50% at each of 
the dates selected ;* 





Railway; Norfolk & Western Railway; Northern 
Pacific Railway Company; Pennsylvania Railroad 
Company; Pittsburgh, Cincinnati, Chicago & St. 
Louis Railway; Reading Company; Rock Island 
Company; St. Louis & San Francisco Railroad; St. 
Louis Southwestern Railway Company; Southern 
Railway Company; Southern Pacific Company; 
Texas & Pacific Railway Company; Toledo, St. 
Louis & Western Railroad; Union Pacific Railroad 
Company; Wabash Railroad Company; Wheel 
ing & Lake Erie Railroad Company; and Wiscon- 
sin Central Railway Company. 


8 The sources of the raw data were the Bank 
and Quotation Section of the Commercial and 
Financial Chronicle and Poor’s and Moody’s a0- 


nuals. 


* Stock dividends under 50% were considered cur- 
rent income, since it simplified greatly the material 
to be used. Although it is perfectly true that it 
would have been desirable to consider all stock 
dividends as increases in the original investment, 
nevertheless, the elimination of too great com: 
plexity was believed to be more important, par 
ticularly since the effect upon the results would be 
negligible. 
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of shares of each stock on January 1, 
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[he first analysis which was made as- ence being that in this case the base in- 
Jue 1) investment in an equal number’ vestment, taken as 100%, changed with 
dates each period. 
nt of such income was measured by kT c 
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These tabulated results of the study 
reveal clearly and uniformly the gener- 
ally superior investment value of indus- 
trial common stocks in comparison with 
railroad common stocks during the pe- 
riod from January 1, 1910, to January 
1, 1927. Until the most recent years, 
the return from the industrial invest- 
ment regularly exceeded the return 
from the railroad investment. Thus, 
this investigation gives countenance to 
the allegation that governmental regu- 
lation of railroads has in the past been 
such that capital invested in railroad 
corporations has not received equitable 
treatment with capital invested in repre- 
sentative, unregulated industrial corpo- 
rations. 

True it is that the original investment 
date of January 1, 1910, was prejudicial 
to the railroads, the entire period from 
1910 to 1927 being the only one for 
which a net profit was shown upon the 
investment. Nevertheless, the second 
analysis did not weaken materially the 
case for the industrials. Even the 
marked advantage of the railroads dur- 
ing the period from January 1, 1920, to 
January 1, 1927, is most easily explained 
by the 1919-1920 speculative inflation 
of industrial stock values and the 
general uneasiness incident to federal 



























disposition of the railroad problem, 

The 5% advantage of the railroads 
during the last period, that from 1924 
to 1927, is not so easily dismissed, hoy. 
ever, particularly as it follows a period 
of comparative equality of yields from 
industrial and railroad stocks. Judging 
from the general results of the past, as 
revealed in this analysis, and anticipat. 
ing similar circumstances in the future, 
one might conclude that a present in. 
vestment in industrial common stocks 
would be more lucrative than an invest. 
ment in railroad common stocks. In 
view of the recent 5% advantage of the 
railroads, however, the continuation of 
the former relative advantage of the in. 
dustrials is by no means assured. It is 
possible that the characteristics of rail. 
road regulation have changed so mate. 
rially during the last few years that the 
record of the past is not to be repeated. 
The fact that the railroads secured the 

% advantage through appreciation of 
the investment suggests that the secur: 
ties markets, at least, have revived con- 
fidence in the railroad stocks. 

Thus, although this most recent evi- 
dence must not be interpreted to alter 
the case greatly from an historical point 
of view, it nevertheless raises a distinct 
question as to the future. it is possible 
that a new day of profitable investments 
in railroad common stocks is at hand. 
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THE NEW POLICY OF THE AMERICAN TELEPHONE 
AND TELEGRAPH COMPANY 


HE Statement of Policy, as an- 

nounced by the American Telephone 
and Telegraph Company in its annual 
report for the year 1927, is extremely 
interesting, not only for stockholders of 
the telephone company, but for stock- 
holders, executives, students, and work- 








ers of other industries as well. Stripped 
of its verbiage, the announcement says 
that the company intends to limit, if not 
greatly reduce, its profits—‘There 1s 
in effect, one profit paid by the system 
and that profit is not and should not be 
large. . . . . . Earnings in ex BR 
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-ess of these requirements (best possible 
telephone service and a reasonable pay- 
ment to stockholders) will either be 
spent for the enlargement and improve- 
ict of the service furnished, or the 
rates charged for the service reduced. 
This is fundamental in the policy of the 
management.” 

The suggestion that the announce- 


ment is not made in good faith and that 


company intends this statement to 
its real purpose of “gouging 
| can be dismissed immedi- 
ely. Not only is there no condition 
sent or on the horizon that could pos- 
demand such action, but the char- 

r of the men on the Board of Direc- 

rs of the telephone company is such 
is highly improbable that they 

ld be guilty of such questionable 


] , e 
SOuISC 


* 99 
public 
pu 


ces. 
\Vhat then, is the real meaning of this 
What will be its economic ef- 
Is it a sound policy? 

\t least three interpretations of the 
ning of the statement of policy ap- 
- plausible: 

The company has abandoned the profit 
in favor of the professional motive as 
entive in its activities. 

‘he company has inaugurated a new or- 
neo-socialism — that recognizes the 
of a return to capital, but that limits 

turn to a nominal amount. 

The company is unconsciously searching 
the competitive price for telephone service, 

) though it occupies a monopoly position 


field. 
The Professional Motive 


he new policy may have been sug- 


gested by the Board because it feels 


the stockholders have become so 
livorced from the affairs of the com- 
ny that the management has become 
self-perpetuating body. There is no 
stockholder or group of stockhold- 
the company with holdings of suf- 
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ficient volume to whom the management 
can look for guidance in formulating 
policies. The owners of the property 
have become an intangible, ephemeral 
entity which means little, if anything, to 
the conduct of the business. Indeed, one 
of the great aids to management in the 
average company — stockholder criti- 
cism—is lost in this case. The Board 
perhaps feels, therefore, that some other 
force must be added to insure the efh- 
ciency of the various functions of the 
company, and that the professional mo- 
tive can be made that force: “The 
American Telephone and Telegraph 
Company accepts its responsibility for a 
nation-wide telephone service as a pub- 
lic trust... Its duty’ is to provide the 
American public with adequate, 
pendable and _ satisfactory telephone 
service at a reasonable cost.”’ 

Under the professional system the of- 
ficers become amenable, not to a vast, 
unreachable body of stockholders, but 
to public opinion and to the great body 
of customers who are so intimately re- 
lated to the operations of the company. 
The approbation of these peers, it 
might be argued, would be of far greater 
value in promoting efficient telephone 
service than the present system where 
even outstanding efficiency and greatly 
enhanced profits, or the reverse, bring 
no response from the stockholders. 
Therefore, why not make the telephone 
worker like the doctor, the lawyer, the 
college professor—-a person with a re- 
spectable income, but an_ individual 
whose real motive is service rather than 
profit ? 


de- 


Neo-Soctialism 
The older advocates of socialism ob- 
jected to capital, not as such, but be- 


1 Italics supplied. 
2 Thid. 
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cause capital demands a return for its 
services—profits—and this return is 
made possible only by the application of 
human labor. Therefore, they argue, 
it is labor and not capital that is entitled 
to the return. The great Russian ex- 
periment, however, has indicated the 
weakness of this argument. Capital 
must be reckoned with, and the only 
means of reckoning is in terms of return 
or profit. But even though the older 
socialism has seen somewhat of a fail- 
ure in Russia, its creed since the days of 
Marx has been modified and changed so 
as to attract great bodies of adherents. 
Indeed, it is no uncommon experience 
to find a great educator here, or a great 
industrialist there, who believes in so- 
cialism in some one of its many forms. 
Can it be that the managers of the tele- 
phone company have unconsciously par- 
taken of the arguments and are attempt- 
ing an experiment with a form of social- 
ism in the telephone field? Or do they 
see a time in the future when socialism 
will be the order of the day, and are 
preparing for that day by partial ac- 
ceptance now? 

It is to be noted that the telephone 
company does not propose to abandon 
the profit motive entirely. ‘Earnings 
must, of course, be sufficient to permit 

a reasonable payment to 
stockholders with an adequate margin to 
insure financial safety.”’ Herein, the 
company has avoided the difficulty ex- 
perienced by the Soviets of Russia. The 
company proposes to earn enough to at- 
tract the necessary capital, but ‘extra 
or special dividends are entirely incon- 
sistent with this aim and would be un- 
sound.” In other words, this is a neo- 
socialism, where capital secures a re- 
turn sufficient to insure its safety, but it 
is not accorded the dominating position 
that it holds under the capitalistic 
system. 


Competitive Price Fixing 


The suggestion that the competitive 
method of price fixing could be used in 
a monopoly field may, at first glance, 
seem a contradiction. However, such 
is not the case, for the monopoly is free 
to “cut and try” for the optimum price 
as in competitive trade, but with these 
differences: a mistake in pricing does not 
cause a loss of the market to competi- 
tors if the price is set too high; if the 
price is set too low, the result is merely 
a loss of revenue to the monopoly. 

Under the competitive system of pric- 
ing, the aim of each producer is to reach 
the point of greatest profit. Large re- 
turns, however, are limited by the desire 
of each producer to increase his mar- 
ket at the expense of his competitors 
through price reductions or through of- 
fering better service. The price and 
the service, therefore, tend to balance 
at the optimum return for the effort ex- 
pended in producing and distributing the 
goods. Indeed, in a freely competitive 
market, the price will reach an equi- 
librium at just that point where the de- 
mand will absorb the supply. Marginal 
producers will be forced out or brought 
in as the chances of future profits in- 
crease or diminish, as the case may be. 

In a monopoly market, however, the 
monopoly may restrict the price or the 
service by operating on the supply or 
the demand, depending upon the side of 
the market on which the monopoly ex- 
ists. In the case of the telephone com- 
pany, the monopoly is on the supply 
side. Therefore, it is possible for the 
company to set its rates above the com- 
petitive price and fail to fill the poten- 
tial demand without having competitors 
enter the market. In this case, however, 
national wealth is restricted, for the 
smaller volume under the increased unit 
price will not offset the larger volume 
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that would obtain with a smaller unit 
price. The monopoly, however, does not 
feel the effect of the reduced wealth, for 
competitors are unable to enter the mar- 
ket and effect a reduction in the price. 
In competitive trade, however, when a 
producer finds his profit enhanced, it is 
to his advantage to reduce the price, or 
to increase the service and thus to add 
more volume. Otherwise, other pro- 
ducers enter the market and effect a simi- 
lar reduction in price. 

The policy announced by the tele- 
phone company may be, therefore, the 
competitive system of pricing. If the 
profit is abnormal, the rate will be re- 
duced or the service improved as it 
would be in competitive trade. Like- 
vise, as in competitive trade, where 
revenues are less than adequate, it is pro- 
posed to make the necessary adjustments 
in rates. In other words, the company 
may be seeking the optimum price 
through ‘‘cut-and-try”’ methods. 

In reviewing the three possible inter- 
pretations of the meaning of the new 
policy, two important questions arise: 

1. What will be the economic effect of the 
policy under the three interpretations? 

2. Which interpretation is correct? 


Economic Effect of Policies 


In their economic effects, the profes- 
sional motive and the neo-socialistic mo- 
tive are very similar. In both cases 
it is proposed to limit profits either 

ugh rate reductions or by granting 
nproved service. A price lower than 
essary to attract the business is pro- 
posed in each case. Capital is to lose 
extra profits that it would receive 
ler a strictly profit-making system. 

The economic effect of this proposal 

ill be discussed under the following 
ds: personnel, equipment and _ re- 
h, demand, future of the company, 

ct on others. 


Personnel. The professional motive 
contemplates a personnel that has lost 
the profit motive. The new policy of 
the company is silent on the matter of 
wages to be paid, but it is to be assumed 
that they will not vary greatly from the 
present scale. The problem, therefore, 
is one of injecting the professional mo- 
tive into a body of workers where the 
wage scale is little, if at all, above the 
competitive price for similar labor. This 
task may be accomplished in the ranks 
of the higher executives, where the wage 
is such as to satisfy all the ordinary de- 
mands for the comforts and luxuries of 
life, but difficulty will arise in the case 
of subordinate officials and ordinary 
workers where the same assurance of 
employment and the same surplus of in- 
come over ordinary wants are not so 
great. Probably through the use of 
great leadership the company can effect 
some change in the attitude of its em- 
ployees in this respect; but, after all, the 
suggestion is one that no company can 
consistently make to its personnel with- 
out the offer of some inducement on 
its part. Even with outstanding lead- 
ership, however, the practical question 
arises: Why should the ordinary em- 
ployee give that added loyalty to the 
company contemplated in the proposed 
system when workers in similar posi- 
tions in other industries are paid an 
equal wage and are not called upon to 
make that effort? The suggestion that 
the system can be operated in the tele- 
phone industry because the telephone 
personnel is a group “different from or- 
dinary industrial groups” overlooks the 
experience of the war period when the 
telephone industry found difficulty in re- 
taining its employees on the low wage 
scale offered in comparison with other 
industries. 

The situation is not 
changed when the neo-socialistic system 


materially 
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is substituted for the professional. In 
either case, it is proposed to demand as 
much or more from labor as under the 
present profit system, without a com- 
mensurate increase in the wage scale. 
Workers will rarely accept low wages 
or offer additional effort without added 
compensation simply because the com- 
pany is engaged in a new social experi- 
ment or because the professional motive 
is to dominate the higher officials of the 
company. Great leadership might ac- 
complish the result, but the telephone 
system is so large that the chances of 
success even for an outstanding leader 
are to be doubted unless the employees 
are offered the same freedom from eco- 
nomic anxiety that the higher officials 
enjoy. As regards personnel, therefore, 
the conclusion is that the company prob- 
ably should increase its wage expense if 
it intends to succeed with the policy, 
either as a professional system or as one 
of neo-socialism. 

Equipment and research. The com- 
pany proposes to limit its profits to 
stockholders by improving the service 
and by a reduction of rates. The im- 
provement of the service can come most 
readily through larger appropriations 
for equipment and research. Improved 
facilities, modern equipment, and re- 
search go hand in hand in furthering ef- 
ficient telephone service. Since the com- 
pany proposes to expend money on these 
items, it is evident that the new policy 
should see further improvement in tele- 
phone facilities, as well as increased ef- 
forts in the field of research. As in the 
case of personnel, this program calls for 
larger outlays of capital than at present, 
probably out of revenues. 

Demand. The demand for telephone 
service should be divided into the de- 
mand arising out of the three types of 
telephone service: business and commer- 
cial, domestic, and long distance. In 
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general, the business and commercia| 
field is a rigid market; that is, price cut. 
ting does not increase the volume in pro. 
portion to the reduction. The demand 
for domestic service, on the other hand, 
is elastic. A reduction of price in this 
market tends to bring in a whole new 
body of customers. The long-distance 
demand seems to be chiefly elastic, al. 
though it is in some respects rigid also, 

The announcement of the new policy 
carries no suggestion as to which type 
of service is to receive the benefit of 
price reductions when such are consid. 
ered. If the reductions are applied in 
the rigid commercial market, great eco. 
nomic waste will ensue. The company 
would stand to lose the entire reduction 
without an appreciable increase in vol. 
ume. Indeed, the present saturated 
state of the commercial market suggests 
that present rates, if anything, are too 
low rather than too high in this field. If 
the company cuts the price in this mar. 
ket, the economic effect is to transfer 
more of the profit of the telephone com- 
pany to the subscribers. The small re. 
duction will be of little moment to the 
individual subscriber, but for the com- 
pany the important question arises: |s 
the company in a position to forego this 
aggregate profit for a prolonged period 
of time? The answer to this question 
will be reserved for the moment unt 
consideration is given to the effect o! 
price reductions in the domestic and the 
long-distance markets. 


In the domestic field the company 
faces most acutely the problem of reach: 
ing the optimum point in fixing the rate. 
In this field, the market responds read: 
ily to changes in the price structure, s0 
that the problem becomes one of fixing 
the price at the point where the most 
economical demand will be stimulated. 
The telephone company is unfortunate 
in enjoying a complete monopoly, 
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that the competitive price—the opti- 
om point—cannot be ascertained ex- 
ept by experiment. If the company pro- 
poses to make rate reductions in this 
ld, the question arises as to whether 
not the rate under present monopoly 
conditions is the same as that which 
would obtain under competitive trade. 
If not, national wealth has been re- 
stricted by the variations of the mo- 
poly rate from the competitive rate. 
To the telephone company, however, the 
ortant consideration is whether the 
restricted wealth is on the side of supply 
or of demand. In the first case, the 
ompany has foregone a profit, /ucrum 
cans, while in the second instance, it 
sustained an actual loss, damnum 
rgens. If the company’s profit has 
been foregone, the nation has suffered 
n economic loss because production has 
been resteiehee by the high price; the 
, however, has maintained its 
property intact. If the price has been so 
low as to create an uneconomic demand, 
the company as well as the nation has 
suffered a true loss, although neither 
may feel it until later, as will be shown 
presently by reference to the street rail- 
way industry. 


\ 
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CM 


compan 


[he situation in the long-distance 
rket is essentially that which obtains 
ther the commercial or the domestic 
market if the price is maintained at vari- 
with the competitive price. That 
is, wealth is restricted or lost as in the 
revious cases. In the long-distance 
held a certain part of the market—that 
ealing with emergency and some types 
of commercial service—is probably 
te rigid. The remainder, however, 

s elastic and responds very readily to 
rice reductions. The company should, 
therefore, consider whether or not the 
existing prices are near the competitive 
Naturally, where a rigid and an 
market exist side by side, the 
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problem of stratification of customers 
is dificult and calls for an ingenious sys- 
tem of pricing, but the task in the tele- 
phone industry should prove no harder 
of solution than that of the electric- 
power industry. Recent efforts of the 
telephone company to.make the country 
“long-distance minded’’—to induce pri- 
vate individuals to use the long-distance 
lines at off-peak times—probably will 
go a long way toward increasing the 
wealth of the telephone company and 
the subscribers as well, provided the 
price of this service is maintained at the 
competitive point. 

In the telephone industry, as in all 
other industries, unless the selling price 
of the service is less than the value to 
the user, as well as above the cost to the 
supplier, national wealth is consumed. 
When the price rises above the value to 
the consumer, wealth is restricted, but 
when the price sinks below the cost to 
the supplier, wealth is destroyed. How, 
then, is the telephone company to fare 
if the proposed policy carries rates in 
any of the markets below the competi- 
tive point or that point where a value 
arises to both the consumer and the sup- 
plier? 

For the purposes of this discussion, 
let it be assumed that the present tele- 
phone rates are at or near the competi- 
tive rate. The company now proposes 
to reduce the rates below the competi- 
tive point. Immediately, a new body of 
customers arises in response to the lower 
price. The operating statistics of the 
company continue to show a profit on 
the larger volume, albeit the rate of 
profit per unit has been greatly reduced. 
Under the stimulus of the reduced rates 
the company finds itself drawn into an 
ever-widening maelstrom of expansion 
of facilities and of further price reduc- 
tions until eventually adequate service 
cannot be supplied. ‘“Profitless pros- 
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perity” is experienced, and the penalty 
.is felt in damaged credit and in de- 
creased ability to raise the required capi- 
tal. Too late, the telephone company 
realizes that it has over-expanded—has 
in effect entered an inflation program 
from which it finds itself incapable of 
escape. The accumulated effect of the 
lost profits, damnum emergens, sub- 
merges the industry and it passes in 
favor of one that abides by the economic 
law of the optimum point. 

Examples of this phenomenon are not 
lacking in the history of American busi- 
ness. Probably the street-railway indus- 
try is the most striking example at pres- 
ent. For years that industry operated 
on the basis of a five-cent fare, irrespec- 
tive of the fact that that fare was some- 
what below the competitive point. The 
industry became seriously inflated. Ex- 
tensions into unprofitable territory were 
undertaken or ordered, and even in 
profitable territory service beyond the 
point of prudence was rendered. When 
finally the accumulated hidden deficits of 
the previous years of under-charges be- 
gan to appear, the industry was faced by 
a formidable competitor in the form of 
the automobile. The street-railway in- 
dustry was not equipped with the proper 
reserves and equipment to meet the new 
type of competition, and the result is 
all too apparent in every important city 
in the country. The inflation brought 
serious impairment of capital, if not 
complete abandonment or destruction of 
facilities. The patrons, however, lost 
more through lowered service and in- 
adequate facilities than did the owners 
through capital shrinkage. In view of 
this example, what is to be the future 
of the telephone company if rates are 
set below the competitive point ? 

Future of the company. Under the 
professional or the neo-socialistic mo- 
tives, the future of the telephone indus- 


try could not be materially different 
from the experience of the street-railway 
industry. Either motive purposes to re. 
duce the rate or to increase the service 
so as to restrict profits. In effect, this 
means that the telephone company in. 
tends to inflate its activities—to reca. 
pitulate the effects of the theory uncon. 
sciously adopted by the street railways, 
The suggestion that the policy is induced 
by a desire to avoid unwise public regu. 
lation or undue interference by govern- 
mental bodies does not alter the eco. 
nomic effects in the least. Probably the 
street-railway industry would have aban- 
doned the five-cent fare in favor of the 
optimum price had it not been for pub. 
lic restraint. Indeed, the history of 
public regulation in this country suggests 
that the public has often “gouged” the 
utilities rather than the reverse, as is too 
often announced by political dema- 
gogues. Too many utilities are at pres- 
ent suffering from the effects of infla- 
tion induced by uneconomic rates pre- 
scribed by public authority. Rather than 
submit to such a system, the telephone 
company might well use the proposed 
“excess” funds to improve its position 
and to meet the growing needs of the 
nation. 

Effect on others. The effect of this 
proposed system, either as professional- 
ism or neo-socialism, on the telephone in- 
dustry is probably overshadowed by the 
effect the announcement will have on 
other industries. ‘The situation of the 
telephone company is by no means pecul- 
iar to itself. To mention but a few: the 
large railways, the United States Steel 
Corporation, and other large companies 
all find themselves with a large capital 
investment and a correspondingly larg 
number of stockholders. In these com- 
panies rarely is there a group that is in 
a position to exercise control. General 
Motors is probably an exception; there, 
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-he DuPont interests are said to control 
about one-third ownership in the com- 
pany. Usually, however, the manage- 
ments of large companies find them- 
selves self-perpetuating bodies. The 
etockholders render little, if any, assist- 
in earning the profits or in assisting 
management in solving its prob- 
ms. Therefore, if the professional 
he neo-socialistic system is applicable 
to the telephone company, is it not also 
pplicable to these other companies 
here similar conditions obtain? 
The dangers of the system proposed 
the telephone company have already 
been pointed out. These dangers would 
nply in the case of the United States 
el Corporation as readily as in the 
se of the telephone company. As the 
licy is adopted by additional indus- 
however, the difficulties arising out 
and the loss of national 
lth would probably increase in geo- 
ic progression rather than in direct 
tion to the number of companies 
pting the system. ‘Then too, if the 
lephone company, admittedly one of 
hree or four largest corporations in 
untry, with its able board of direc- 
sees fit to adopt this system, why, 
| be argued by the advocates 
government ownership of industry, 
d not every large company be so 
ited? That politicians would not 
fail to grasp this opportunity of playing 
to public favor is attested by the fact 
government ownership advocates, 
not out-and-out socialists, have al- 
ly been appointed to public regula- 
tory bodies, albeit those bodies are sup- 
to be impartial tribunals com- 
mitted to the theory of regulating busi- 
ness under private ownership and man- 
gement. 
It would appear that the telephone 
company, far from inaugurating a pol- 
icy, the evil effects of which it alone must 


+ ts 
ition 


posed 


suffer, has given ample opportunity for 
those so minded to direct unjust and im- 
proper legislation and regulation against 
other companies that are not yet ready 
to embark upon a system of socialism, 
either of the older or of the newer va- 
riety. 

As for the nation, the proposal of the 
telephone company, if it results in rates 
below the competitive point, will mean 
a substantial reduction of wealth 
through a decrease in the profit to be 
made by each member to an exchange 
of telephone service. The increased 
profit to the subscriber will not offset the 
decreased profit to the company, and na- 
tional wealth will be reduced thereby. 

Of much greater importance to the 
nation, however, is the effect that this 
policy will have upon the operation of 
the so-called business cycle. Under a 
system where inflation of the service is 
promoted, there will be a tendency to 
expand the telephone plant abnormally 
in good times when subscribers are pros- 
perous and can afford more and more 
telephone service, for the company is re- 
quired by law to serve all who apply. 
The prosperity phase of the cycle will, 
therefore, be emphasized and raised to 
a higher point than would obtain with- 
out the stimulus of this uneconomic de- 
mand for new plant. Ina period of de- 
pression, just the reverse would occur. 
Subscribers would be unable to accept 
the services offered, telephone company 
profits would decline radically, and the 
company would be estopped, if not by 
financial difficulties, by the fact that the 
previous prosperity left it with excess 
capacity, from engaging in any program 
of expansion during the period of low 
prices—the period when expansion can 
be undertaken most economically for the 
company and when the nation is most in 
need of increased purchases to offset the 
effects of the depression. 
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In effect, therefore, the policy would 
result in magnifying the depression as 
well as the prosperity phase of the busi- 
ness cycle. The nation would be de- 
prived of one of the great forces that at 
present operates in a depression to raise 
business out of the depths, and would be 
obliged to suffer an accentuation of an 
already abnormal phase of prosperity 
when once it had developed. 

To summarize the economic effects of 
the new policy of the telephone com- 
pany: if the policy is induced from a de- 
sire to eliminate profits and to institute 
the professional motive or a neo-socia- 
listic system, the result would be to bring 
about larger expenditures for personnel, 
equipment, and research, to engage the 
telephone industry in a species of infla- 
tion and uneconomic development such 
as has characterized the street-railway 
industry, to add encouragement to the 
advocates of government ownership and 
operation of industry, and finally to re- 
duce the wealth of the country through 
the destruction of the telephone indus- 
try and through the accentuation that 
the uneconomic expansion of telephone 
facilities would give to the extremes of 
the business cycle. 


Competitive Method of Price Fixing 


The third interpretation of the mean- 
ing of the statement of policy is that 
the company is unconsciously searching 
for the competitive price rather than fol- 
lowing a system of professionalism or of 
neo-socialism. The effects of the policy 
under this interpretation have already 
been hinted at in the preceding discus- 
sions regarding the economic effect when 
the price is different from the optimum 
point. It was suggested that greatest 
national wealth is produced where the 
selling price of a commodity or service 
is below the value to the consumer but 


above the costs to the producer. Under 
such conditions both parties to the trans. 
action reap a profit, economic production 
is stimulated, and the sum total of na. 
tional wealth is increased. When mo. 
nopoly exists on the producers’ side, jt 
is the popular conception that the price 
is held up, in which case wealth is re. 
stricted. Because of this popular no. 
tion, the rates charged by the utilities, 
where the state has granted a monopoly, 
are regulated by public authority and 
are subject to legislative sanction and 
judicial review. Likewise, this same 
popular opinion has resulted in laws 
such as the Sherman Anti-Trust Act and 
the Clayton Act, so that monopoly may 
not restrict wealth in ordinary industrial 
markets. Public-utility regulation and 
anti-trust legislation are, therefore, at 
one: the statutes operate to guarantee to 
the nation that prices will not be above 
the competitive point and that national 
wealth will not thereby be restricted. 
But what of the fixing of prices below 
the competitive price by buying mo- 
nopolies? Unfortunately, no statute 
has yet appeared forbidding such prac- 
tices, although the loss of wealth in this 
case is probably greater than in the case 
where rates are fixed above the competi- 
tive point. The dangers of inflation 
would seem to dictate that a statute 
should be enacted to guarantee against 
prices too low, as well as against prices 
too high, since it seems to be the policy 
of the American nation, especially un- 
der monopoly conditions, to guarantee 
proper price fixing through statute. 
In the case of the telephone company, 
it is not impossible that present rates are 
above the competitive point. If so, the 
suggestion of the Board of Directors to 
reduce the rates and to increase the 
service is a wise one, one which will re- 
sult in greatly increased wealth to the 
nation, added returns to the telephone 





Under 
’ trans. 
luction 
of na- 
> mo- 
side, it 
€ price 
IS re. 
ar no- 
tilities, 
\opoly, 
ty and 
yn and 
same 
1 laws 
.ct and 
ly may 
ustrial 
in and 
re, at 
ntee to 
above 
itional 
ted. 
below 
g mo- 
statute 
1 prac 
in this 
1e case 
mpeti- 
flation 
statute 
igainst 
prices 
policy 
lly un- 
rantee 
ite. 
npany, 
tes are 
so, the 
tors to 
se the 
vill re- 
to the 
»phone 


; 








cyeiitic! 


| ORAM en ere oF bs 

















| clalistic system of rate making. 


SUMMARIES OF BUSINESS RESEARCH 


mpany, and more profit to the sub- 
hers. Indeed, the experience in the 
tric-light industry is that when rate 
luctions have been instituted, profits 
usually increased rather than re- 
The telephone board may, there- 
find itself in a position where 
ts are increased because of the new 

In this case, the dividends to the 
stockholders may remain at the present 
|—9 %—but the price of the stock 
vill respond to the increased earnings. 
The attitude which the Board will as- 


1 
| 
ie 


Cy 


sume, if this is the case, is left a matter 
r conjecture. The annual statement 
seems to assume that the price of the 
stock will not respond to the profits that 
irned and “ploughed back” rather 
disbursed as dividends. The policy 

of the company “‘to pay only reasonable 
‘egular dividends, and, for part of the 
capital needed, to offer from time to 

ne new stock to its stockholders on 
rable terms” may result in valuable 
rhts” that are nothing more than the 
value of the profits of past periods that 
been retained in the company in- 
tead of being disbursed as dividends. 
If, on the other hand, rates are reduced 
below the competitive point, the effects 
cannot differ materially from those out- 
lined in the preceding discussion regard- 
the professional system or the so- 
It is to 
be assumed, however, that if the com- 
petitive method is to be used, when rates 
get out of line either way, proper adjust- 
ments will be made until the competitive 


++ 


nt is reached again. 


ry 


l’o summarize the effects of the three 
possible meanings of the statement of 
nol; 3 ; 
policy of the company, it appears that 


l 


® the professional and the neo-socialistic 


motives are hazardous, not only for the 
company, but for the whole body of in- 
] aoe ° . . 

dustry in this country as well. The third 


| meaning, that of the competitive method 


83 


of price fixing, does not differ materially 
from the policy of the company in the 
past. The present statement, however, 
gives concrete expression to that policy 
and may be a guide to public authorities 
and others who are concerned with tele- 
phone rates. The chief difficulty, if the 
competitive system is the one which the 
company really expects to adopt, is that 
the present statement of policy may be 
misunderstood and that unwise legisla- 
tion or at least expressions of opinion 
may be forthcoming to reduce some 
forms of industry in this country, prob- 
ably the railroads and other large cor- 
porations, to a socialistic or a govern- 
ment-ownership basis. In any one of 
the three cases, therefore, the company 
has entered a field which, if not fraught 
with the danger of grave consequences, 
at least calls for the exercise of the fa- 
miliar dictum to stop, look, and listen 
before venturing too far into the un- 
known. The student of business is nat- 
urally interested in learning which of 
the three meanings may be the real mo- 
tive of the Board. 


Which Policy Is Meant? 


The answer to this question, if pro- 
pounded to a member of the Board 
would probably be in terms of the pro- 
fessional motive. ‘“The American Tele- 
phone and Telegraph Company accepts 
its responsibility® for a nation-wide tele- 
phone service asa public trust.* Its duty® 

. .” However, the answer of the 
members of the Board, though given in 
sincere good faith, may not actually 
represent the impelling motives behind 
the new policy. 

Professor Philip Cabot of Harvard 
suggests: “If you want to know why a 


3 Italics supplied. 
4 Thid. 
5 Thid. 
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man acts in a given manner, watch him; 
don’t ask him.”” This would seem to in- 
dicate that men rarely know why they 
act, although they may be able to ration- 
alize and assign a logical reason for each 
act. If this is true, it may be well to 
examine the acts of the company to as- 
certain whether or not those acts bear 
out the assigned reason for the new 
policy. A few tests regarding the man- 
ner in which the new policy is to operate 
may throw light on the subject. 

First, what is to be the disposition of 
excess profits earned in any one year? 
The Board has defined excess profits as 
“earnings in excess of requirements for 
best possible telephone service and for a 
reasonable payment to stockholders 
with an adequate margin to insure finan- 
cial safety.”” If the company is operat- 
ing under the professional or the neo- 
socialistic motive, it would be logical to 
assume that excess profits would be dis- 
bursed to the ones who made them pos- 
sible—to employees, who through their 
suggestions, inventions, or skill made a 
reduction of costs possible; to manage- 
ment, who inaugurated policies that 
made for operating economies; or to 
customers, who were “overcharged” for 
the services they received. ‘The state- 
ment of policy, however, is explicit in 
saying that excess earnings are to be 
used: (1) for the enlargement and im- 
provement of the service and (2) in re- 
ducing rates, not for past services, but 
for future services. In no event are the 
extra earnings to be shared with those 
who made them possible. A customer 
dividend is not suggested, although that 
would be one of the logical methods of 
disposing of excess profits under the pro- 
fessional or the neo-socialistic motives. 

A second test of the possible motive 
behind the Board’s action is that of an 
examination of the profit which the com- 
pany proposes to make under the new 


policy. The annual report does not 
commit the company to any definite per- 
centage of return, but there is every sug. 
gestion that the present rate will be 
maintained. That rate is 11%, of 
which 9% is disbursed as dividends. 
Here is a matter that calls for the exer- 
cise of business judgment. Is an 11% 
return high or low in this case? The 
history of the industry has demonstrated 
a stability of earnings characteristic of 
public utilities in general. The Amer- 
ican investment market has probably 
never been so flooded with funds seek- 
ing employment as at the present time. 
And what has been the effect of these 
factors on the market price of telephone 
stock? In the past three years the stock 
has fluctuated from a low of about $130 
in 1925 to a high of $211 in (May) 
1928. These figures indicate that the 
investment market has capitalized the 
telephone property and earnings at con- 
siderably lower rates of return than the 
Directors have set. The conclusion is 
that the 11% rate set by the company is 
not at all in harmony with a conception 
of abandoning the profit motive for 
the professional motive or some other 
system. 

Another test concerns the manner in 
which the company raises its capital. 
The recent issue of stock at par, result- 
ing in “rights” which the market valued 
at approximately $12-$15 is also indica- 
tion that the profit motive has not been 
lost entirely. Why, it may be argued, 
does not the company issue 41% % bonds 
instead of 9% stock? Costs would be 
lower and the company would be able to 
reduce rates to that extent if it so chose. 
A neo-socialistic motive would certainly 
demand, while a professional motive 
would strongly suggest that expenses be 
reduced wherever possible to make way 
for reduced charges to customers. 

In the light of these tests, the actions 
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of the telephone company seem to indi- 
‘te that the real meaning of the new 
policy is that the company is uncon- 
sciously seeking the competitive price 
| has adopted the “cut-and-try” 
method of reaching that point. The new 
icy, then, is not a wide departure 
om present practices. It is radical 
to the degree that it is misunder- 
tood and misinterpreted. 
It has been suggested that, if the com- 
‘really intends to pursue a danger- 
s policy, a check may come in the form 
of banking control. That is, a syndicate 
of bankers may be formed to purchase 
suficient telephone stock for control 
urposes. The syndicate could then 
override the present policy and institute 
e more in keeping with present Amer- 
: financial traditions. While this pro- 
gram would entail a credit far in excess 
f any that has been assembled to date, 
$500,000,000 or more: necessary 
could probably be raised as easily today 
s was the credit to finance the original 
onsolidation of the Steel Corporation 
1 the early part of the century. This 
entuality is, therefore, one guarantee 
that the telephone company will be 
halted before it proceeds too far on a 
program dangerous to its own future, if 
not to other large American industries. 
(here remains to be considered an 
xplanation of the reason why a body 
of eminent men such as compose the 
inagement of the telephone company 
has embarked on a program that is not 
essentially different from the competi- 
tive method of business conduct, believ- 
ing sincerely that they had abandoned 
he profit motive. The answer prob- 
ibly lies in a changing concept of busi- 
ness—a concept that is just finding ex- 
pression in terms of professionalism. 
The American Telephone and Tele- 
graph Company proposes to take the 
step and thinks that by doing so it aban- 


dons the profit motive. But it cannot— 
it must not—abandon the principle of 
the optimum price, and it therefore finds 
profits continuing to appear even though 
the Board thinks the motive for them 
has been abandoned. The difficulty 
arises because of a failure to grasp the 
meaning of profits under the profes- 
sional system. 

The foregoing discussion has pointed 
out some of the dangers inherent in 
a system where profits are restricted 
through price- or profit-fixing methods. 
The laws of economics operate to insure 
a profit if the law of the competitive 
price is observed. If business, therefore, 
adopts the professional motive, it can- 
not abandon profits, for they will arise 
in spite of the efforts of management 
to restrict them, else serious inflation is 
the alternative. Far from being an em- 
barrassment, however, profits should be 
called a source of strength. If business 
ever does evolve to the professional 
point, profits will be the score by which 
results are measured. This score-board 
nature of profits probably accounts for 
the anomaly of the presence of profits 
in the telephone industry after the Board 
had thought that they had been aban- 
doned in favor of the professional mo- 
tive. 

In conclusion, the difficulty of inter- 
preting the actions of the Board of Di- 
rectors of the telephone company con- 
stitutes a challenge to Professor W. Z. 
Ripley of Harvard and the theory which 
he evolved in his recent work: ‘Main 
Street and Wall Street.’’ The telephone 
company has probably given as much 
publicity to its activities as any one 
would desire, and yet that same policy 
of complete publicity has resulted in 
misunderstandings and difficulties, of 
which the present discussion is probably 
but a minor example. Furthermore, the 
Board, in spite of its relentless publicity 
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policy, has received little, if any, aid 
from stockholders to assist in guiding 
the destinies of the company. Manage- 
ment has been divorced from owner- 
ship, to be sure, but the situation has 





developed over the most earnest pro- 
tests of management itself, not because 
Wall Street has desired to be unham- 
pered in its operations by mere stock- 
holders. 
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CASE STUDIES IN BUSINESS 


THE ESTABLISHMENT OF A BOND DEPARTMENT 
IN A COMMERCIAL BANK—1928 


HE great volume of securities is- 
sued since the World War has at- 
tracted new firms into the field of 
investment banking. Many new invest- 
ment banking houses have established 
themselves, and many banks and trust 
companies have organized bond depart- 
‘nts if not subsidiary securities corpo- 
Ons. 
Several motives have influenced banks 
| trust companies to extend their 
operations into this field. The desire 
offer customers the convenience of 
g able to transact a large part of 
ir business under a single roof has 
| in recent years to a centralization of 
ncial activity and the growth of so- 
lled “‘department store banking.” The 
idency for large industrial concerns to 
nce themselves on a long-time rather 
in a short-time basis has led some 
banks dealing with this type of concern 
to desire a share in the long-time financ- 
to replace the commercial business 
inthis way. For most banks, how- 
r, the increased interest of their cus- 
mers in investment securities has been 
‘dominating factor. The close rela- 
mn which a bank enjoys with its cus- 
mers gives it a selling advantage; and 
the establishment of a bond department 
‘t only opens a new source of profits, 
t also serves to attract customers to 
other departments of the bank by the 
lditional services offered. The en- 
trance of some banks into this field has 
umulative effect in forcing competing 
iks to offer a similar service. 
Banks impelled for one reason or an- 
other to encer the investment field at 


this time, however, must face the prob- 
lems confronting this allied yet dis- 
similar business. The large demand 
for securities, developed as a result of 
the accumulated savings of recent pros- 
perous years and the increased number 
of small investors since the war, has 
created a real problem for originating 
houses in obtaining sufficient good securi- 
ties to meet the demand. ‘The retailer 
has had to meet the competition of an 
increasing number of houses trying to 
obtain new securities from the small 
number of originating houses in whose 
hands originations have tended to con- 
centrate. <A fairly large volume of se- 
curities has been an important require- 
ment not only to meet the demand but 
also to keep existing sales forces fully 
occupied and to cover overhead ex- 
penses. The competition of the large 
number of retailers with each other and 
with the seasoned securities already on 
the market has made selling difficult, in 
spite of the large aggregate demand. 
As a result of these conditions, margins 
of profit, particularly for retailers, have 
declined greatly. 

With banks being influenced to enter 
a field presenting many problems differ- 
ent from their own, it becomes of in- 
terest to consider how one bank in a 
medium sized city met this situation 
when forced to consider the establish- 
ment of a bond department by the ac- 
tion of a competing bank. While the 
case of the Midwest National Bank 
represents a specific situation, it may be 
possible to draw some general conclu- 
sions from the factors involved. 
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Tue Mipwest NATIONAL BANK! 


The Midwest National Bank of 
Omaha, a small ‘“‘stockyards” bank, was 
chiefly a bankers’ bank handling the ac- 
counts of 345 country banks in Ne- 
braska, Kansas, Colorado, and Okla- 
homa. Although the bank had, in ad- 
dition, more than 850 local accounts, 
90% of total deposits were those of 
country banks. The Midwest was a 
member of the Federal Reserve System. 
The large majority of its bank deposi- 
tors were not members, but secured the 
benefits of the system through their 
affiliations with this member bank. 
Several commission merchants at the 
yards carried accounts with the bank. 
Gross deposits on December 31, 1927, 
slightly exceeded $8,000,000. Capital, 
surplus, and undivided profits amounted 
to SI,200,000. 

The Midwest National Bank for 
many years had sold its bank customers 
cattle paper purchased through and en- 
dorsed by its subsidiary, the Midwest 
National Cattle Loan Corporation. Al- 
though this short-term paper carried a 
fixed maturity, the bank had maintained 
a market on the paper it sold by repur- 
chasing it at par on demand. It was 
“discounted,” of course, for interest not 
accrued. Cattle paper, local municipal 
bonds, and Liberty bonds had been the 
chief forms used by the country banks 
for the investment of surplus loanable 
funds. These securities were usually 
purchased through the Midwest. 

In 1926 the Omaha Cattlemen’s Na- 
tional Bank, principal competitor of the 
Midwest National Bank, had formed 
the Cattlemen’s National Corporation, 
a subsidiary, to participate in selling 





1 The name and location of the Midwest National 
Bank are fictitious. The location given, however, 
is comparable to the region in which the bank ac- 
tually does business. 


syndicates and to sell bonds at retail, 
both locally and to its correspondent 
country banks. The Omaha Cattle. 
men’s National Bank had gross deposits 
of slightly more than $6,500,000 and 
capital, surplus, and undivided profits 
of $670,000. It also was a member of 
the Federal Reserve System. 

During 1927 the officers of the Mid- 
west National Bank noticed that an in- 
creasing number of its customers were 
buying bonds from the Cattlemen’s Na- 
tional Corporation. This situation was 
forcibly brought to the attention of the 
oficers by the fact that many of its cus- 
tomers purchased bonds from the 
Cattlemen’s Bank, across the street, and 
brought them in to the Midwest for 
safe-keeping. As this practice grew, 
these officers became alarmed lest they 
should lose many of their most valued 
customers through this contact they 
were making with the Cattlemen’s 
Bank. ‘To protect their banking busi- 
ness the officers of the Midwest con- 
sidered opening a bond department to 
compete with the Cattlemen’s National 
Corporation. 

In the course of 30 years of banking 
experience, the Midwest National Bank 
had achieved an enviable reputation 
throughout the territory it served. It 
had followed a highly conservative 
policy in its loans, had accumulated a 
very substantial surplus, and _ had 
weathered successfully every financial 
crisis. It was reputed to have very 
large ‘hidden reserves.” A very profit- 
able source of income had been its cattle 
loan business. It had stood behind the 
paper it sold with the result that cus- 
tomers took without question the invest- 
ments it recommended. The supply of 
cattle paper in 1927 was not sufficient 
to meet the demand of the country 
banks for investment so that there was 
a good potential demand for railroad, 
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public utility, and industrial bonds and 
| obligations. 
[he president of the bank felt very 
ngly that no innovation should be 
tried which might in the slightest degree 
‘ure the reputation of the bank. 
if a bond department were to be 
blished, several methods might be 
| for obtaining the bonds to be sold. 
The Midwest might follow the lead of 
the Cattlemen’s National Bank and par- 
ite in selling syndicates or join sell- 
groups. As the bank’s contacts 
- mainly in the agricultural section, 
-e was little opportunity for originat- 
corporate bond issues, but it might 
possible to secure a few small muni- 
cipal issues. It might organize an in- 
vestment trust such as those which had 
experienced a wave of popularity in cer- 

1 sections of the country. Then 

in, bonds. might be purchased from 
dicate members at the customary 

; discount and sold to its customers 

; a purely service feature, or the man- 

r of the bond department might at- 

tempt to purchase large blocks of bonds 

considerable discount in the mar- 

ket or from syndicate managers with 

nds which had not been fully dis- 
tributed. 

With regard to the sales of the pro- 
posed bond department, the question 
irose as to whether aggressive methods 
should be used, or whether the depart- 
ment should be offered merely as a serv- 

e feature available to customers when 
they wished to make investments. 

Mr. Hall, one of the officers, who 
had been tentatively selected to man- 
ge the bond department if it should be 
started, offered the following plan: 


C1V 


+ 
Lili) 


1. The bank should open a bond depart- 


ment to conduct an over-the-counter and mail 


ness, 


2. No common or preferred stocks, but only 


nds would be sold. 


3. No salesmen would be employed. 

4. Offering lists should be sent to custom- 
ers at regular intervals. 

5. The bond department should carry an 
inventory of bonds amounting to $100,000 to 
$125,000. 

6. The bond department would take or- 
ders for bonds and stocks not in its inventory 
to be executed through a local brokerage house 
in the case of listed securities and through the 
bank’s New York and Chicago correspond- 
ents in transactions in the case of unlisted 
securities. 

7. In its bond sales, it should be a primary 
aim of the bond department to avoid “mis- 
placing” bonds. 

8. The bond department should keep a 
record of the securities sold to each customer, 
so that customers might be traded out of is- 
sues which appeared to be turning bad, and so 
that the bank could notify customers of called 
bonds or give them other information regard- 
ing their holdings. 

9. The bond department should be pre- 
pared to make a market for any bonds it sells. 

10. The bank should not participate in 
selling syndicates or join selling groups, nor 
should it buy unseasoned bonds before the 
syndicates were closed. 

11. One of the chief functions of the man- 
ager of the bond department would be that 
of a trader who would shop for bargains in 
seasoned and semi-seasoned bonds among the 
exchanges, the New York unlisted security 
market, large trust companies, distributing 
houses, and syndicate managers with bonds for 
secondary distribution. 

12. Another principal function of the de- 
partment manager would be that of acting as 
an investment counselor for customers. 


The Directors voted to adopt Mr. 
Hall’s plan, and he was appointed man- 
ager of the bond department when it 
was opened in December, 1927. A 
circular of current offerings, containing 
short paragraphs about the merits of 
each bond, accompanied the Bond De- 
partment announcement sent to all cus- 
tomers of the bank and to a selected list 
of local investors. The initial response 
to this circular was gratifying far be- 
yond expectations. The officers of the 
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bank were surprised to learn that 50% 
of the orders received were for “in- 
dustrials.”” This response was attrib- 
uted to particularly good paragraphs 
in the circular describing those bonds 
and also to the inherent need of the 
Midwest’s customers for diversification 
in lines other than agriculture. 


Commentary 


While the desire to hold its banking 
customers in competition with the 
Omaha Cattlemen’s National Bank was 
probably the determining factor in the 
decision of the Midwest National Bank 
to establish a bond department, this de- 
cision was made only after considering 
whether such a department was justified 
on other grounds. 

Because the deposits of its 345 coun- 
try bank customers represented 90% of 
the total deposits of the Midwest Na- 
tional Bank, major consideration was 
given to this type of customer in de- 
termining whether there was a real need 
for investment service, and if so, in what 
way it should be offered. In agricul- 
tural sections, such as that served by 
the Midwest, many of the banks, par- 
ticularly the smaller ones, had been in 
the custom of placing a majority of their 
funds available for loans and _invest- 
ments in some form of agricultural or 
live-stock security.? Since this made 
them almost entirely dependent on the 
prosperity of agriculture, there was an 
opportunity to offer a real service by 
making available sound diversified se- 
curities not primarily dependent on agri- 
culture. That the bank’s customers 
were desirous of obtaining more diversi- 
fied securities was evident from their 
patronage of the Cattlemen’s National 
Corporation. 

As the city depository of 345 coun- 
try banks and in many cases their means 


of contact with the Federal Reserve 
System, the Midwest enjoyed close con. 
tacts with a group of customers having 
funds to invest regularly. Since many 
of these country banks were not expe. 
rienced in making investments not con- 
nected with agricultural security, conjfi- 
dence in the investment advice of their 
security dealer was an important fac 
tor, and the high reputation of the Mid- 
west among its customers provided an 
important selling advantage. 

The establishment of a bond depart- 
ment would not require the investment 
of additional capital, since a part of the 
bank’s own investment funds could be 
used to carry the inventory of bonds re- 
quired. The inventory of the bond de- 
partment would provide a sound invest- 
ment fund, since only high grade bonds 
were to be carried, and the rapid turn- 
over would provide liquidity. The 
danger, however, of accumulating bonds 
which did not sell readily would have to 
be watched. 

While the salesmen of the large dis- 
tributing houses were active in the local 
market at this time, they were just be- 
ginning to reach the rural districts. 
Hence, it was an opportune time for the 
Midwest to become established in these 
districts before the larger houses had 
obtained a foothold. The prevailing 
shortage of cattle paper relative to the 
funds seeking investment was a factor 
which would be of assistance in initiating 
the new department. The necessity, 
however, of offering an investment serv- 
ice in order to discourage its customers 
from transferring their accounts to the 
competing bank which offered such a 
service made the establishment of a 
bond department a matter of expedi- 
ency. 





2 For further discussion, see Report of Economic 
Policy Commission of American Bankers Associa- 
tion, 1927. 
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ix pe of Securities to Be Handled 


Having decided to establish a bond 
department, it was necessary to deter- 
ne what type of securities should be 
handled by this department. Since 
stocks could not be handled by the bank 
the approval of the bank exam- 
iners, a separate corporation would have 
to be organized if stock investments 
were desired. Since, however, other 
ynsiderations pointed to the handling 
f only high grade bonds, this expedient 
s not considered necessary. 
Because the customers on whom the 
yank was relying for the greatest 
lume of sales were country banks, it 
s decided to handle only high grade 
ls which the Midwest could recom- 
to these banks as investments. 
[his course would result in a minimum 
for the Midwest, and was con- 
stent with its desire to act as invest- 
t advisor for its correspondents. A 
‘okerage service could be maintained 
irely as a service feature to meet any 
mands on the part of its customers 
for other types of securities. 
Che desirability of organizing an in- 
tment trust was considered by the 
rectors of the Midwest, but it was de- 
| not to attempt this because the 
ticipated failure of some of the 
ker trusts recently organized might 
jure the reputation of this bank’s trust, 
| because such investment trusts had 
been popular in this region. It is 
that investment trusts have been a 
‘nt development in this country and 
ve not yet stood the test of a declining 
security market. There is also an in- 
ised risk to the reputation of the 
k, since the name of the bank would 
more closely associated with its in- 
stment trust securities than with in- 
lual securities which it might sell, 


| hence, greater responsibility would 


be placed on the bank in connection with 
securities bearing its name. However, 
one of the justifications for the establish- 
ment of the bond department was its 
customers’ need for sound diversified 
securities and investment advice, and the 
operation of an investment trust would 
make it possible for the Midwest to 
offer greater diversification than the 
smaller country banks could probably 
obtain with their smaller investment 
funds. It is also probable that the Mid- 
west could obtain a larger profit on the 
sale of investment trust securities than 
it could through offering its investment 
counsel service in a more direct form and 
selling securities separately. Because 
many of its customers were unfamiliar 
with bond investments and desired 
greater diversification, it would prob- 
ably not be difficult to establish the pop- 
ularity of the investment trust. The 
Midwest’s plan to maintain a market on 
the securities it sold would be less difh- 
cult for investment trust securities which 
should fluctuate less in price because of 
the diversified securities represented. 
While the operation of the trust would 
require skillful management, the risks of 
operating a trust composed only of high 
grade bonds would not be very great, 
and if the trust were operated along 
sound and conservative lines, it is prob- 
able that the danger to the bank’s repu- 
tation from the failure of other weaker 
trusts could be largely removed by 
giving considerable publicity to the 
methods and operations of the trust. On 
the whole, the operation of an invest- 
ment trust seems to offer possibilities 
that might have been given more favor- 
able consideration by the Midwest. 


Source of Securities 


While the origination of securities 
offered the greatest chance for profit, 
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it also involved considerable risks; and 
the opportunities for the Midwest to 
originate corporate bond issues were 
limited because of its small size and its 
location in an agricultural section. 
While it might have secured a few small 
municipal issues, the competition for 
these was keen and the margins of profit 
small. 

Subscriptions to new issues offered by 
selling syndicates or selling groups pro- 
vided another possible source of securi- 
ties. This, however, in most cases 
would involve the handling of unseas- 
oned bonds with considerable risk for 
the bank in carrying such bonds after 
syndicate support had been withdrawn, 
and the Midwest did not desire to offer 
its customers unseasoned bonds. If 
subscriptions were relied on as a source 
of bonds, little opportunity for discrim- 
ination in the selection of bonds would 
be offered. With the concentration in 
recent years of a majority of the orig- 
inations in the hands of a few large 
houses and the large number of firms 
desiring to subscribe for new issues, it 
has become necessary for the subscribing 
house to take nearly all issues that are 
offered to it if it is to obtain the better 
issues. This situation may become even 
worse if the large houses continue to 
expand their retail selling organizations 
and consequently have a smaller share 
of their originations to offer to outside 
houses. The Midwest, acting in the 
capacity of investment advisor to its cus- 
tomers, could not well afford to place 
itself in a position where it could not 
exercise discrimination in the choice of 
its sales inventory. The acceptance of 
less desirable bonds would involve pos- 
sible loss ard would require the exertion 
of selling pressure, of a type that might 
weaken the customer’s confidence in the 
bank. 

A small bank which could not take 


part in a sufficient number of syndicate 
or selling group operations to provide 
for a fairly even supply of new securi- 
ties would also be faced with the neces- 
sity of accepting offerings at undesirable 
times. 

The declining retailing margins are 
also a factor to be considered. While 
at a later date these may be larger and 
offer a greater incentive to a bank to 
undertake the risks involved in subscrip- 
tions to new issues, the Midwest fol- 
lowed a sound policy in deciding not to 
subscribe to syndicate or selling group 
offerings because of the risks involved 
and the requirements of its customers 
for seasoned bonds. 

The purchase of bonds from members 
of syndicates or selling groups at the 
regular discount allowed of from \% to 
\ of a point was also considered by the 
Midwest. Such purchases offered little 
if any opportunity for profit, and did 
not avoid the difficulty of taking un- 
seasoned bonds. There was the further 
disadvantage that it would be difficult 
to obtain bonds of the better issues, 
since such issues are usually over-sub- 
scribed and in great demand. 

The method of obtaining its bonds 
by trading, which was decided upon by 
the Midwest, has several advantages. 
Under this method the bank is under no 
impulsion to accept undesirable bonds 
and can exercise free choice in the selec- 
tion of seasoned bonds to fit the needs 
of its customers. ‘Che volume of pur- 
chases can be varied to fit requirements 
with no pressure on the bank to accept 
subscriptions at times when more bonds 
are not desired. While clever pur- 
chases on the exchanges would offer an 
opportunity for profit, there is a greater 
opportunity in purchasing in large blocks 
from insurance companies, trust com- 
panies, and other large holders of 
bonds. Purchase of bonds from syndi- 
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cate managers with bonds for secondary 
distribution also offers an opportunity 
to obtain fair margins. 

While trading seems to offer the most 
lesirable method of fulfilling the re- 
quirements of the Midwest in the pur- 
chase of its securities, it is to be recog- 
nized that the success of this method 
and the profits to be obtained depend 
ilmost entirely on the manager’s skill 


as a trader. 
Selling Problems 


[he most important problem which 
the Midwest had to decide in connection 
with its selling methods was whether or 
ot to adopt an aggressive selling policy. 
Since the decision to enter the field of 
security distribution was largely based 
1 the desire to hold its regular banking 
tomers, it was most important that 
new department should do nothing 
: might imperil the confidence re- 
n the bank by its customers. As 
hie f selling points on which the bank 
planned to rely were its high reputation 
id the investment advice and sound se- 
ties which the new bond department 
ild offer, the necessity of maintaining 
s confidence is apparent. 
While the employment of a selling 
rce is not necessarily inconsistent with 
naintenance of the confidence of ‘cus- 
rs, it does introduce an element of 
er to the position sought by the 
\lidwest as investment counselor for its 
tomers. The exertion of selling 
essure may weaken the confidence of 
ustomers in the bank’s investment ad- 
vice, since they may feel that the bank 
s trying to unload securities or is more 
nterested in its profits than in its cus- 
mer’s requirements. While high 
grade salesmen may prove to be ex- 
llent investment advisors themselves, 
t is nevertheless difficult to restrain the 
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enthusiasm of salesmen and its conse- 
quent p:.ssure on customers. Under 
the plan of trading which the Midwest 
determined to follow, moreover, mar- 
gins of profit would probably not be 
large enough to cover the expenses of 
maintaining a sales force. 

While the decision to sell bonds 
chiefly through mail orders and contact 
of the officers with customers meant that 
the department would probably not ex- 
pand so rapidly as might be possible 
with a more aggressive policy, neverthe- 
less, the more conservative policy should 
prove a good selling point in dealing 
with the country bank customers, and, 
with smaller expenses, should increase 
the possibility of making a profit even 
though on a smaller volume of business. 
Since the major motive in establishing 
the bond department was to offer an ad- 
ditional service, the decision not to use 
salesmen was a sound one. 

The cost of maintaining the records 
mentioned in the plan was justified since 
the previous experience of the bank had 
shown that many investors in its district 
had patronized particular houses be- 
cause they did offer just such services. 

The maintenance of a market at a 
price would increase the attractiveness 
of securities sold by increasing their 
marketability, a particularly important 
factor in bank investments. Since the 
cattle loan subsidiary of the Midwest 
had always maintained a market for its 
cattle paper, it was also probable that 
this service would be expected of the 
new bond department. 

The chief difficulty faced in maintain- 
ing a market at a price was the fact that 
customers were not familiar with the 
bond market and might not realize to 
what extent bond prices were influenced 
by interest rates. The cattle loan sub- 
sidiary of the bank had always main- 


tained a market for its paper at par, 
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but this was short-term security and the 
bank feared that customers might ex- 
pect the bond department to maintain 
a market at par also. However, as cus- 
tomers became more accustomed to 
bond investments and came to realize 
that the price at which the Midwest 
would repurchase bonds would have to 
be governed by the bond market, this 
difficulty would decrease. Another difh- 
culty was that in a district where banks 
were so closely tied up with a single in- 
dustry, as the Midwest’s customers were 
tied up with agriculture, there was the 
danger that a depression in this industry 
might result in the return of a large 
volume of securities at a time when the 
Midwest itself would be least desirous 
of increasing its investments. Since the 
bonds in which the Midwest was plan- 
ning to deal were to be only high grade 
bonds, little difficulty should be en- 
countered by it in finding a market for 
these in regions less affected by agricul- 
tural conditions; customers could be 
educated to expect a small loss under 
such circumstances. 


General Conclusions 


From some of the factors brought 
out in the consideration of the case of 
the Midwest National Bank, certain 
general conclusions may be drawn with 
respect to the problem of whether a 
bank should establish a bond depart- 
ment at this time and if so in what ways 
it should operate this department. 
Many of the conclusions may also be 
applied to new investment banking 
firms. 

Profit margins in the retail distribu- 
tion of securities are so narrow at the 
present time that entrance into this field 
does not appear very favorable in most 
cases. However, in certain areas where 
competition has not yet become as in- 


tense as in the larger cities, it may be 
advisable to enter the field at this time 
in order to become established for more 
favorable times. Another situation 
where entrance under present conditions 
may be advisable is that one in which 
the prospective bond department may 
have some special advantage, such as 
that of the Midwest in its close relations 
with its customers whose special needs 
called for a source of sound securities 
and investment advice. Many banks 
have found that the establishment of a 
bond department, even if operated at 
little profit, is advisable as a service 
feature in connection with its other 
banking activities. 

The major consideration in selecting 
the type of security to be handled by a 
new bond department should be the 
needs of customers. Where the mar- 
ket to be covered is a broad one with a 
large number of prospective purchasers 
having varied requirements, the bank 
will be less restricted in its selection of 
bonds than where the market is 
narrower and made up of a more homo- 
geneous group of purchasers having 
similar requirements, as in the case of 
the Midwest which was dealing chiefly 
with country banks. Where the bank is 
planning to rely for its sales largely on 
the confidence of its customers in its 
investment advice, particular care must 
be exercised in the selection of bonds. 
Customers of the other departments of 
the bank must also be considered. In 
the case of a trust company, for ex- 
ample, great care should be taken not 
to raise any doubts in customers’ minds 
with regard to the investment policies 
of the trust department. 

The degree of risk consistent with 
the bank’s regular investment policy is 
also to be considered. Some banks fol- 
low a conservative loan policy and look 
to their investments, or such depart- 
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nts as trust departments, for the 
jority of their profits. Other banks 
llow a conservative investment policy 
ind obtain most of their profits from 
ss conservative loans. While the 
Midwest which had always followed a 
conservative loan policy decided 

llow a conservative policy in their 

| department also, this decision was 

sed on the requirements of its bank- 
ng customers. For banks with cus- 

mers having more varied require- 
nts, and therefore less restricted i 

- selection of securities by the selling 
the relation of the operations of 

the bond department with the invest- 


policy of the bank will assume 
importance. 

[he organization of an investment 

trust presents the greatest possibilities 

where investors particularly desire 


iter diversification than they could 
individually, are inexperienced in 
ing investments, or, because of de- 


voting attention to other matters, are 
v lling to pay for the service offered by 
the ‘ust rather than select their own 
secu ies. 


The operation of a trust involves 
greater risks for the bank’s reputation 
han does the sale of individual securi- 
ties, because of the responsibility as- 

med by the bank when it issues its own 

vestment trust securities. “The man- 
gement of such a trust, therefore, re- 
considerable skill. However, 
where only high grade securities are to 
lealt in and the bank is planning to 
place emphasis on its investment advice 

yhow, the risk is not greatly increased 
by offering trust securities. Because of 
the danger to the reputation of a trust 
irom the possible failure of weaker 


+ 


trusts, it is advisable to establish confi- 


. . ° ° ° ° 
dence by being liberal with information 


regarding the methods and activities of 
hy 


quires 


trust managers. 


The source of securities to be selected 
depends chiefly on the type of securities 
required by customers and the present 
conditions in the field of investment 
banking. The origination of securities 
is limited to a great degree to houses 
located in industrial sections of the 
country and chiefly in the larger cities. 
While some small issues may be avail- 
able for banks located in other sections, 
such operations go farthest from the 
ordinary operations of a commercial 
bank and involve considerable risk, par- 
ticularly where the market is not a broad 
one. 

Particip: ition in syndicate offerings or 
the joining of selling groups offers very 
narrow margins of profit at the present 
time to compensate for the inability of 
members to select the securities desired 
and the risks involved in carrying un- 
seasoned bonds after syndicate support 
is withdrawn. For small banks or in- 
vestment houses which cannot subscribe 
to many lists, there is also the difficulty 
of adjusting the quantity of bonds ac- 
cepted to the requirements of the par- 
ticular house. While a firm with a 
broad market available would incur less 
risk on account of the wider selection of 
customers to whom it may sell securities 
of varying types and in varying quanti- 
ties, for small houses, which desire to 
handle only seasoned securities, the risks 
of subscription appear out of line with 
the possibilities of profit offered. 

The purchase of bonds from syndi- 
cate members at the regular discount 
has little to offer in its favor except for 
obtaining special bonds requested by 
customers as a service, and even this 
would be difficult for the more desirable 
issues. 

While trading as a source of securi- 
ties does not offer the incentive of large 
profits, and the amount of profits will be 
largely dependent on the skill of the 
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trader employed in these operations, 
this method does leave the purchaser 
entire freedom in the selection of desir- 
able bonds in suitable quantities, which 
is not possible when subscribing to new 
issues at the present time. For those 
banks which are more interested in a 
bond department as a service feature 
than for the sake of large profits, and 
for those banks which because of their 
customers’ requirements wish to deal 
only in the highest grade bonds, the 
method of trading seems to offer the 
most desirable features. Such a method 
when combined with a brokerage serv- 
ice allows the bank to satisfy the full in- 
vestment requirements of its customers 
and at the same time reduces to a mini- 
mum the risk to the bank’s own funds 
and reputation. 

With regard to selling methods, the 
use of a sales force, in those cases where 
confidence of customers is of prime im- 
portance, appears to be somewhat dan- 
gerous, since too much selling pressure 
may weaken customers’ confidence in 
the bank as an investment advisor. The 
existence of a sales force may also lead 
to the acceptance of less desirable se- 
curities when syndicate and selling group 
operations are carried on in order to 
keep the sales force busy and to cover 
its expenses. While the elimination of 
the sales force would probably restrict 
the volume of sales that might be ob- 
tained, the economy of operation for 


the department would make profits 
more likely, provided the bank could 
rely on a certain volume of sales due to 
customers’ confidence or some other 
special advantages the bank might have 
in competition. 

The maintenance of a market at a 
price and the maintenance of the type 
of sales record suggested by the Mid- 
west are both services which have been 
neglected by many investment banking 
houses in recent years. The offering of 
such services would not entail much ex- 
pense and should prove a very desirable 
feature in attracting customers. 

Because of the highly competitive 
condition of the investment banking 
field at the present time and the narrow 
margins of profit on which retailers are 
now operating, the outlook for banks 
entering this field purely as a profitable 
investment is not very favorable. For 
those banks, however, wishing to enter 
the field more as a service feature in 
connection with their main line of ac- 
tivity, or those enjoying some strong 
selling advantage such as that of the 
Midwest in its customer relations and 
the particular need of its customers for 
a source of sound securities and invest- 
ment advice, operations along the con- 
servative lines planned by the Midwest 
should allow an opportunity to make 
small profits and at the same time avoid 
as far as possible some of the difficulties 
facing the small retailer. 


—_ -dind- ee 


CONSOLIDATION OF PILE FABRIC MANUFACTURERS 


EADING textile men have been ad- 
vocating consolidations of New 
England textile mills for several years 
as a means of meeting the competition 
of Southern mills and of raising the in- 
dustry out of its current depression. 


The success of such well-rounded com- 
panies as the Pepperell Manufacturing 
Company, the Naumkeag Steam Cotton 
Company, and the Westpoint Manufac- 
turing Company, has led to numerous 
consolidation proposals. Each has stim- 
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lution of their common problem. 

e consolidation of pile manufac- 
in the case of the M. S. Fisher 
ration is of special interest inas- 

as it is a clear example of circum- 

s which make consolidation desir- 
In addition, it points out the 


| the hope of textile men as being 


ntages to be gained by such action 


tlines a method for effecting a 


Out 


VI. S. FisHeER CORPORATION' 


luly, 1927; the directors of M. S. 


Company, A. L. Blake & Com- 


IN BUSINESS 97 


pany, and Fuller Mills, planned to con- 
solidate the three companies into a new 
company called the M. S. Fisher Corpo- 
ration. The new company was to ac- 
quire as of May 31, 1927: 


1. M.S. Fisher Company and its subsidiary, 
F. M. Hall & Company: All their as- 


sets and liabilities including goodwill. 


2. A. L. Blake & Company: All its assets 
and liabilities (except cash and securities 
on hand up to $2,600,000) including 
goodwill. 


3. Fuller Mills: All its assets and liabili- 


ties including goodwill. 


| Fictitious name for purposes of disguise. 


|. BALANCE SHEETS OF Four COMPANIES TO BE CONSOLIDATED INTO M. S. FISHER 
CoRPORATION AS OF May 31, 1927 


M.S. Fisher | 
| Company and | F. M. Hall | A. L. Blake | Fuller Mills 


Subsidiary 


& Company | & Company 


Companies * 


CASE STTIINIFS 


$ 1,805,649 $290,545 $904,540 $103, 399 
nts Receivable—Less Reserve 3,082,278 | 443,593 650, 538 335,050 
vable—Less Reserve 117,000 22,313 ve 
it Cost or Market if Lower 2,917,787 993,955 544, 440 4,355,993 
securities ' 095,579 T,055,990 
M. Hall & Co. Common Stock (6500 shares) 260,755 
| Current Assets $8,879,048 | $1,759,409 1,175,579 | $4, 794,932 
M. Hall & Co. 6%% Bonds in Sinking Fund ; 151,8 
ings, and Equipment Less Depreciation 8,455,8 1,932 97 1,254,44 
| Insurance and Expenses 164,921 15 I OS 2 
\ssets $17,499,862 | $ 7,35 4,504 | S$ { 
I lities 
Payabl $03,458 | $ $79,1 $123,095 
D ™ { 
I . + 
ry l¢ 5) 4 I 
r Federal Taxes 000, 5 ) 
lotal Current Liabilities $1, 683 15 > } ) $74 
| { ‘ 
Stock : 
| 1 Stock 
11,758,605 I q 
4,057,412 1,74 { { 
| $17,4 : } 2 
f Pennsylvania and Loomis Realty Company 
hares, outstanding, 575,000 shares, no par value. 
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The management of the new company 
was to be assumed by executives of the 
M. S. Fisher Company and certain 
active executives of the other com- 
panies. 

The holders of one-half of the capital 
stock of A. L. Blake & Company and 
Fuller Mills were well advanced in years 
and were not active in the management. 
Since they desired to receive cash for 
their holdings, the consolidation would 
involve an offering of new securities to 
the public. The terms upon which the 
consolidation would be consummated 
had not been decided. 


M. S. Fisher Company 


The M. S. Fisher Company was in- 
corporated in 1891 in New Jersey as the 
successor to a partnership organized in 
1840. Its original plant was located in 
Philadelphia, where a second mill was 
constructed in 1920. The company 
manufactured pile fabrics and distrib- 
uted them nationally to the furniture 
and decorative trades largely through 
jobbers, and to the automotive trade 
direct. It had achieved an outstanding 
reputation in the trade for the excellence 
of its products and offered under its 














Tasce I]. ConpeNnsep STATEMENT OF EARNINGS OF Four COMPANIES TO BE CONSOLIDATED 
INTO M. S. FisHeR CorPORATION, 1922-1926 
Dollar 
Net Income Earnings 
before Interest, Net Profit Number of Shares Per Share 
Depreciation, after All Outstanding at End of Common 
Year Net Sales and Taxes Deductions of Fiscal Year Stock 
M. S. Fisher Company and Subsidiary Companies 
1922... $11,698,118 $2, 504,916 $2,097,758 Common 28,009 (Par $100) $74.90 
1923... 16,718,200 3,062,170 2,512,302 41, 287 3 ' 60.85 
1924... 19,603,065 2,886,093 2,423,182 “i 41, 287 ” - 58.69 
1925*.. 22,490,410 4,815,335 4,011,104 i 35,952 _ 111.57 
1926f .. 28,597,683 5,302, 363 4,150, 760 * 543,699 (No par) 7.63 
F. M. Hall & Company 
1922... $ 4,267,422 $ 536,932 $ 305,526 rst Pfd. (7%) 6,959 
ommon 6,500 $53.35 
1923 7,144,447 748,755 568,470 rst Pfd. (7%) 9, 186 
Common 4,550 110.80 
1924 7,098, 601 524,312 332,457 ist Pfd. (7%) 9,291 
2nd Pfd. (6%) 10,400 
Common no par 6,500 31.54 
1925 6, 309, 760 773,439 495,959 1st Pfd. (7%) 15,317 
2nd Pfd. (6%) 10,400 
Common 6,500 (No par) 50.21 
1926 5,621, 357 162, 738 109,893 1st Pfd. (7%) 15,323 
and Pfd. (6%) 10,400 
Common 6,500 (No par) None 
A. L. Blake & Company ; 
1922... $ 2,992,669 $ 883,657 $ 731,361 3,250 (Par $50) $225.03 
1923... 4,976,144 1,648,082 1,391,226 3,250 - = 428.07 
1924... 6,753,413 2,084, 313 1,734,412 3,250 a Ee 533.66 
1925... 6,222,992 1,801,688 1,492, 364 3,250 is 459.19 
1920...  §,146,371 1, 363,235 1,083,869 3,250 “ “ 333-50 
Fuller Mills 
19022... $ 4,544,378 $ 805,328 $ 689,344 I, 300 $530. 26 
1923... 5,972,678 621, 343 431,871 1,300 332.21 
1924... 7,307,502 1,376, 109 1,126,059 13,000 (No par) 86.60 
1925... 7,561,986 823,304 565,754 13,000 “its 43.52 
1926... 8,416,568 1,101, 501 739,912 13,000 as 56.91 





anuary 31, 1926. 
ebruary 28, 1927. 


* 11 months ending 
+ 13 months ending 
t Deficit. 











rade name plush and velour materials 
f every suitable fibre—cotton, ramie, 
en. rayon, silk, worsted, and mohair. 


r i¢ 





a ‘he fabrics were used for the upholstery 
d in f closed automobiles, furniture, trains, 
d in ships, theatres, and motor busses, and 
was for interior draperies. ra : 
yany The plants of the M. S. Fisher Com- 
trib- pany had been engaged in night and day 
‘ture perations for several years; in early 
ugh [927 the company had a large volume of 
rade unfilled orders. The policy of running 
ding night and day enabled the company to 
ence ncrease outpat without requiring addi- 
> its tional capital investment. Because of 
the volume of orders it carried little or 
ATED no finished stocks in inventory. The 
hance of inventory loss, therefore, was 
2 reduced to a minimum, since almost all 
ir the stock represented raw materials and 
ae naterials in process. 
mon During 1926, the company’s publicity 
; rogram had been developed vigorously. 
[he distinctive trade name was adver- 
¢~ tised extensively in publications of na- 
69 tional circulation and in trade papers. 
= [he demand for the products increased 
;o rapidly that on February 1, 1927, the 
ompany acquired the entire outstanding 
e ommon stock of F. M. Hall & Com- 
80 pany in exchange for 13,000 shares of 


ts own no-par common stock in order to 
<4 btain the plants which that company 
perated in Philadelphia, Pennsylvania, 
21 ind in Roxboro, North Carolina. Even 
with the increased capacity, the company 


one vas unable to fill its large volume of 
" ders. The M. S. Fisher Company 
07 iso had two wholly owned subsidiaries, 
a he Fisher Company of Pennsylvania 
<0 nd the Loomis Realty Company, which 


wned the real estate and buildings used 

| ’y the parent company. 

60 In March, 1926, the M. S. Fisher 

~ Company had sold through an invest- 

ment firm 78,000 shares of no-par com- 
stock to the public at $38 a share. 
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At the same time it had sold $6,500,000 
of 7% cumulative preferred stock at 
$101.50. The preferred stock was con- 
vertible, one share of preferred into two 
shares of common. In spite of the de- 
pression in the textile industry in general 
and in textile securities, the financing 
was successful. The common. stock 
rose steadily from a low of $34 a share 
in May, 1926, toa high of $123 a share 
in July, 1927. The preferred stock 
went from a low of $98.75 in May, 
1926, to a high of $153 in April, 1927, 
when all the outstanding preferred was 
called at $110. By this time, however, 
most of the preferred stock had been 
converted into common stock. During 
the early part of 1927 the common 
stock sold for approximately 8 to 10 
times 1926 earnings. A large part of 
its rise in May, June, and July of 1927 
was due to rumors about the consoli- 
dation. 


A. L. Blake & Company 
and Fuller Mills 


A. L. Blake & Company produced a 
limited line of high-grade pile fabrics, 
while the Fuller Mills’ products were 
high-grade animal fibre yarns. A. L. 
Blake & Company had three mills lo- 
cated in and near Philadelphia, PennsyI- 
vania, and Fuller Mills had plants lo- 
cated in Bristol and West Barrington, 
Rhode Island. For several years both 
companies had operated almost at ca- 
pacity and had made good profits. 
Fuller Mills had been in operation for 
41 years. It had an excellent reputa- 
tion in the trade for the fine quality of 
its yarns. 

A. L. Blake & Company and Fuller 
Mills had only small amounts of securi- 
ties outstanding in the hands of the pub- 
lic. Both were to a large extent closely 
held family companies and their securi- 
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ties although well known in the trade 
were little known to the investing public. 
Comparable textile stocks in the early 
part of 1927 were selling for approxi- 
mately 5 to 614 times 1926 earnings. 


Proposed M. 8. Fisher Corporation 


It was planned to concentrate each of 
the plants of the combination on a par- 
ticular process or a single type of goods 
in order to eliminate some duplication 
of equipment and to effect other econo- 
mies. The A. L. Blake & Company 
mills were modern and well equipped. 
They had facilities for weaving uphol- 
stery and drapery goods and could in- 
crease the volume of production of this 
line without further capital expenditure. 
With the increased weaving capacity, the 
consolidation also would have increased 
facilities for spinning the yarn required 
by the weaving mills. The full capacity 
of the three plants of the Fuller Mills 
could supply a large part of the new 
company’s requirements for yarn, the 
most important raw material. 

The new corporation would employ 
approximately 5,000 workmen and 11 
factories located in Pennsylvania, North 
Carolina, and Rhode Island. In addi- 
tion to spinning and weaving, the cor- 
poration would do all its own finishing 
and dyeing and would build its own 
looms. The sales and executive offices 
were to be in New York, with resident 
representatives in Detroit, Toledo, and 
Los Angeles. Staffs of designers were 
to be maintained both in New York and 
Philadelphia. 

Although the new company would 
have about 25% greater capacity than 
the M. S. Fisher Company alone, the 
volume of unfilled orders on hand was 
sufficient to keep all plants operating at 
capacity 24 hours a day for several 
months. 
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The significant problems which arose 
from this situation were essentially 
these: 


1. Should the proposed consolidation be 
formed ? 

2. If the companies decided to consolidate, 
on what terms should they be brought into the 
consolidation ? 

3. What should be the financial plan of the 
new corporation ? 

Taste III. Sates AND EARNINGS OF Four 


CoMPANIES TO BE CONSOLIDATED INTO 
M. S. FisHER CoRPORATION 





| 1920 











| 1925 
Net Sales......... | $42,585,148 | $47,781,979 
Net Profits........ | 6,565,271 5,864,648 
Commentary 


The consolidation should be formed 
in order to effect economies in produc- 
tion, distribution, and purchasing, and 
to enlarge the productive capacity so 
that the increasing volume of business 
might be handled. These economies and 
favorable market conditions to absorb 
its output would place the proposed con- 
solidation on a sound economic basis. 
Furthermore, the public financing re- 
guired could be done advantageously (in 
1927). 

Economic Basis of Consolidation. 
The consolidated group of companies 
would permit the realization of econo- 
mies from both horizontal and vertical 
integration. A. L. Blake & Company 
and the M. S. Fisher Company are com- 
petitors in certain lines of pile fabrics, 
though Fisher has, by far, the larger 
line and greater production. By putting 
each of the plants of the combination on 
a limited number of processes or a single 
type of goods, numerous economies 
could be effected. Duplication of equip- 
ment would be largely eliminated. Set- 
ting up expense, an item of considerable 
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importance, would be reduced by having 
longer runs of equipment. In brief, in- 
creased specialization and standardiza- 
tion of machinery would aid materially 
in reducing unit costs. 

Vertical integration would be achieved 
by including the Fuller Mills in the con- 
solidation. The Fuller Mills have suf- 

‘ent capacity to supply a large part of 
the new company’s requirements for 

n, the most important raw material. 
By having the yarn producer and the 
consuming mills under unified ownership 

nd management, a reduction in sales 
ind buying expense on inter-company 
transactions would be realized. How- 
ever, the savings from this source would 
necessarily be small because the sales 
expense of yarn companies using sales 
agents is small. 

A\ more important economy would 
result from the unified selling forces of 
the Blake and Fisher companies, both of 
whom sell to the same trade. Elimina- 
tion of competition between the two 
would aid in maintaining prices, and in 
stabilizing the industry. While the 
Blake trade name is well known in the 
market, it would probably be wise to 
drop it as quickly as possible and con- 
centrate all sales and advertising efforts 
on the better known trade name of the 
Fisher Company. The good-will con- 
nected with the Fisher products would 
enable the combination to market readily 
its increased output. The larger sales 
volume would permit the development 
of still closer contacts with the market. 

Another important advantage of inte- 
gration would be the stabilization of 
earnings. This is especially true in the 
textile industry where integration, as 
one authority points out, creates a bal- 
ance between profits and losses of the 
different stages of production.? It sel- 


~ A. S. Dewing, Financial Policy of Corporations, 
Pp. 691. 


dom happens that there is not a liberal 
margin between the cost of raw cotton 
and its fabrication and merchandising, 
and the selling price. Thus, the spread 
is almost always ample to afford a profit, 
though at one time the profit may be in 
the spinning of the yarn, or the weaving 
or finishing of the cloth, with each of 
the other processes operating at small 
profit margins or even at a loss. This 
statement applies equally well to manu- 
facturers of animal fabrics. The earn- 
ing figures of these three companies well 
illustrate this truth, inasmuch as each 
seems to be most prosperous at a time 
when the others are suffering declines 
in earnings. The yarn business is sub- 
ject to the greatest fluctuations, as indi- 
cated by the wide variations in the net 
profit of the Fuller Mills. An explana- 
tion would lie in the inherent element of 
raw material speculation in yarn manu- 
facture. Stabilization of earnings would 
appeal to the stockholders of all three 
companies, but especially to those of the 
Fuller Mills, on account of the fluctua- 
tions characteristic in their business. 

The consolidated mills would offer 
some geographical diversification, which 
would partly insure the company against 
loss of business during local strikes. The 
importance of this factor is apparent 
when one considers the record of the 
textile concerns located in Passaic, New 
Jersey, during the prolonged strike in 
that city. 

Danger of an increase in administra- 
tive expense, while of great importance 
in many mergers, is negligible in this 
case because it seems likely that the 
present Fisher management could read- 
ily assume the direction of the larger 
enterprise. [his management has con- 
vincingly demonstrated its ability by in- 
creasing the sales of the Fisher Com- 
pany, as well as by maintaining profit 
margins during the past five years when 
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practically all industry has experienced 


decreasing profit margins. The rapid 
increase in sales is proof of the aggres- 
siveness of the management. The other 
concerns have made somewhat similar 
increases in volume of business, but have 
had less success in maintaining their 
margins of profit. The executives of the 
Blake Company and the Fuller Mills 
probably would be production men pri- 
marily, because most small and medium 
sized textile concerns rely on factors or 
agents for performance of the design- 
ing, selling, and finance functions. 
Therefore, the present management of 
these companies probably could be re- 
tained in charge of their plants as usual. 
However, they might be reluctant to 
conform to uniform coordinated policies, 
instituted largely by the Fisher manage- 
ment, for within the merger, the Fisher 
Company presumably would exert the 
greatest influence on account of its pre- 
ponderant size. 

The rapid increase in sales of all of 
the companies mentioned above is un- 
doubtedly due in a large measure to the 
great increase in automobile production 
in the years covered, and the rising per- 
centage of closed cars using cloth up- 
holstering to the total number of auto- 
mobiles produced. This use of the 
product, together with other uses such 
as for furniture, theaters, motor busses, 
and interior draperies, may be expected 
to remain close to present levels or to 
increase with the continued prosperity of 
the country. 

Thus, the favorable outlook for a 
continued large demand for its products 
gives a sound economic basis to the con- 
solidation and a promise of profitable 
operations. Of course, the existence of 
present or potential competition would 
largely determine whether profit mar- 
gins can be maintained. The plants of 
the Blake Mills are modern and well 
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equipped. With the possible exception 
of the Hall Company, the same must be 
true of the other companies, because of 
their relatively high profits. 


Condition of Security Market. As 
public financing would be required to 
provide funds to pay off the retiring 
stock interests of the Blake and Fuller 
companies, the condition of the security 
market is of some importance before 
final approval can be given to the pro- 
posed merger. Financial market condi- 
tions were decidedly favorable to the 
flotation of new securities (in 1927). 
Any banking interests concerned would 
willingly cooperate in consummating the 
plan in order to secure the business of 
selling the new securities. Furthermore, 
the market had already given its ap- 
proval to the merger by boosting the 
price of Fisher stock. This fact should 
aid materially in floating the new securi- 
ties and in overcoming the general dis- 
like of textile securities at this time. 


Disadvantages of Consolidation. 
The most potent argument that can be 
brought against the proposal is that, if 
carried out, there would be an increase 
of only 25% in the present production 
capacity of the Fisher Company, exclu- 
sive of the yarn production of the Fuller 
Mills. It might well be that the econo- 
mies resulting from such a small increase 
in size would not make the consolidation 
worth while. Final decision on this 
whole question would have to rest on 
the facts of the case. On the other 
hand, this increase might be sufficient to 
enable the Fisher Company to step into 
one of the theoretical periods of de- 
creased unit costs. This supposition is 
supported by the fact that administra- 
tive costs, that is, actual expenditures, 
would probably be increased little or 
none. Increased production could, there- 
fore, actually be carried on at lower 
unit costs. 
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Geographical scattering of the plants 
might increase administrative costs, but 
such is unlikely, since close supervision 
and contact would be unnecessary. The 
only unfavorable result probably would 
be that an exceptionally high degree of 
coordination could not be obtained. 

Inherent conservatism might keep 
some individuals from hastily joining 
the consolidation in the belief that all 
expansion necessarily involves a_ high 
degree of risk. The ability of the Fisher 
management, the large volume of pres- 
ent orders, the small chances for an 
increase in operating costs, and the sta- 
bility of the market, however, all go to 
defeat the contention that the plan is 
dangerous. 

From the standpoint of the Fisher 
Company most of the economies of inte- 
grated large-scale production could be 
obtained by building new plants. In- 
creased capacity probably could be ob- 
tained at lower costs to the Fisher Com- 
pany by building than by merging, since 
they necessarily would be brought in on 
the basis of earning power, which is 
likely to be above the actual cost of 
bringing a new unit into production. 
Building a new plant, however, would 
cause considerable delay, and the per- 
sonnel problem might raise serious difh- 
culties. Also, such expansion would 
have to be financed by cash rather than 
by an exchange of securities. Notwith- 
standing, this added possibility suggests 
an alternative plan open to the Fisher 
Company in case consolidation cannot be 
effected satisfactorily. 

Therefore, because of the economic 
soundness of the consolidation, the fa- 
vorable condition in the security market, 
the apparent absence of any serious dis- 
advantage to the plan, the proposed 
merger should be carried out. This 
would certainly be the decision of any 
banking interests behind the plan, for 
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they could well afford to put their 
approval on such a scheme. 

Terms of Consolidation and Financial 
Plan. Once the soundness of the pro- 
posal to merge is settled and all per- 
sons concerned express their willingness 
to carry out the proposition, there still 
remains the important task of deter- 
mining the basis on which the different 
companies are to be brought into the 
consolidation. The basis for exchang- 
ing the stocks of each of the separate 
companies for that of the consolidated 
company will determine whether the 
consolidation can be effected. That is, a 
financial plan must be worked out that 
would give each shareholder an interest 
in the consolidated company equal to or 
better than that in his own company. 
At least, each must be reasonably as- 
sured that he would fare better with 
the other companies than alone. In 
addition to the financial plan, the divi- 
sion of positions in the new organization 
might be a deciding factor in bringing 
in certain interest. Perhaps titles would 
be sufficient; but in any case, the pro- 
moter here would have to be well in- 
formed as to the desires and ambitions 
of the leading men in each company. 

Two possible forms of corporate or- 
ganization present themselves. The first 
is that the M. S. Fisher Company acquire 
the stocks of the Blake and Fuller com- 
panies by an exchange of stock, still 
retaining the corporate structure of each 
company. The second is that a new 
corporation be organized as originally 
proposed, to acquire all the common 
stock of the constituent companies in 
exchange for its own stock. The two 
plans are essentially the same, thougl: 
the latter perhaps would be easier to 
carry out. Under either plan it would 
be desirable to operate all of the plants 
as a unified system. 

The determination of a financial plan 
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is not, however, an exact solution of the 
problem; it is only an indication of a 
possible method of approaching the 
dificulties to be met. 

In the discussion to follow, F. M. 
Hall & Company is considered as an 
integral part of the M. S. Fisher Com- 
pany, because all of the common stock 
of the former is owned by the latter. 
As the Fisher Company carries the Hall 
stock on its books at $260,755 and the 
book value of the stock is but $57,335, 
the latter figure will be used in comput- 
ing the book value of the Fisher stock. 

After making the above mentioned 
adjustment in the Fisher statement, and 
after making a reduction of $2,600,000 
in the securities and cash holdings of 
the Blake Company which is to be dis- 
tributed to stockholders before consoli- 
dating, the book value of the stocks may 
be figured from the balance sheet of 
May 31, 1927, without further changes 
in any of the items. The assumption is 
thus made that the valuations given are 
accurate and acceptable to all parties. 
On this basis, the values of the stocks 
are as shown in Table IV. 











TABLE IV 
Book Capitalized 
Value Value 
M. S. Fisher Co.... $27.15 $ 44.48 
A. L. Blake & Co. 709 . 39 2,087.35 
Fuller Mills 410.42 327.96 
| 


However interesting the book value 
of the shares may be, the real basis of 
valuation must be capitalization of earn- 
ing power. The owner will not give up 
a source of income unless he receives 
something commensurate with that in- 
come. Likewise, the buyer is primarily 


interested in the amount which the prop- 
erty under consideration will earn, unless 
it is possible to duplicate it at less cost. 
It is fair to assume, therefore, that the 


basis of valuation for these companies 
should be capitalization of earnings. 

Two questions then arise immediately. 
What earning figures are the most rep- 
resentative for each company, or rather, 
which figures are most indicative of 
future earnings? For the Blake and 
Fuller companies an average of earn- 
ings for the past five years is the best 
indication of their earning power, as 
the annual figures have been fluctuating 
rather widely with no apparent trend. 
It may, therefore, be expected that for 
any similar period in the future, earn- 
ings for good years and bad will average 
about the same as they have in the past. 
But for the Fisher Company a five-year 
average of earnings would not be rep- 
resentative, since new capital was secured 
in 1926 and since the sharp increase of 
profits in the last two years indicates new 
earning power. Therefore, an average 
for the last two years is a more reason- 
able basis for the capitalization of this 
company. However, the earning figures 
of the Fisher Company do not include 
the earnings of the Hall Company, 
which was acquired too recently for its 
operations to be reflected in the state- 
ments of the Fisher Company. Since 
the Hall earnings also have been fluctu- 
ating rather widely and since the figures 
for 1926 showed a deficit, the most rep- 
resentative earnings would be an aver- 
age for the past five years. Such an 
average gives $336,504, but it should 
be adjusted to allow for dividends on 
present outstanding preferred stock 
amounting to $154,425. The adjusted 
average earnings applicable to the com- 
mon stock then are $182,079 annually, 
which is added to the earnings of the 
Fisher Company, to whom they accrue 
as owners of all of the Hall common 
stock. 

The second question is—what should 
be the rate of capitalization? The only 
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usable guide in determining proper rates. 


for capitalizing earnings is the market 
value for stocks of similar companies, 
though the rate may be adjusted finally 
through bargaining. As the security 
market is a broad market, a fair price is 
usually set on most securities. There 
‘s, however, danger that the stock of 
some companies will be selling at a 
higher rate than the stock of other com- 
panies in the same industry. A higher 
rate may. often be caused: (1) by the 
belief that the earnings of one company 
are more stable than others, (2) by the 
belief that the earnings are apt to in- 
crease, or (3) by speculation, which 
rests very little on rational earning pros- 
ts. The latter explanation seems to 
explain in part the rise in the market 
price of Fisher stock, which early in 
(927 was selling for approximately 8 to 
io times the latest annual earnings. 
Stocks comparable to those of Blake 
and Fuller have been selling for from 

to 614 times latest annual earnings. 
Such rates are reasonably, yet not un- 
justly, conservative; so that a rate of 6 
seems desirable for use in capitalizing 
earnings. On this basis, annual earnings 
would be capitalized at 16 2-3%. Be- 
cause this rate is based on stocks having 
a narrow market, it is low, and perhaps 
does not represent the true value set by 
the market on textile securities. How- 
ever, use of a higher rate of capitaliza- 
tion would mean that a large cash pay- 
ment would have to be made for half of 
the Blake and Fuller stocks. 

By multiplying the adjusted average 
earnings of each company by 6, and by 
dividing by the number of shares out- 
standing, a capitalized value of the 
various shares is secured. The average 
annual earnings of $1,286,646 for the 
Blake company, however, must be ad- 
justed since under the proposed plan 
$2,600,000 of earning assets in the form 


pe 


of working capital would be withdrawn 
from the business. Assuming that this 
amount would be needed by the con- 
solidated company, the annual cost of 
borrowing the funds at 6% would be 
$156,000—a figure which must be sub- 
tracted from annual earnings. ‘The 
capitalized value of the stocks is shown 
in Table I in comparison with book 
values. 

The stockholders of the Fuller Mills 
would probably object that this valua- 
tion based on earning power does not 
equal the book value of their shares, and 
that they, therefore, would be contrib- 
uting assets for which they are not 
receiving remuneration. The argument 
against this objection is that assets as 
such are of little value except in liquida- 
tion, in which case their value becomes 
greatly depreciated. Perhaps a more 
conservative valuation of the Fuller 
assets would eliminate this difficulty. 

For the three companies the total cap- 
italization as figured is $36,625,740, 
while the book value is $23,253,605. 
The difference, $13,372,135, represents 
good-will which would be brought on 
the books of the new corporation. 
However, a large item of good-will on a 
balance sheet is generally regarded as 
being unconservative. Therefore, it 
would be highly desirable to write off 
all or part of this item against the stock- 
holders’ equity. A conservative policy 
would be to recognize only the good- 
will actually purchased for cash; that is, 
the difference between the price paid to 
retiring stockholders of the Blake and 
Fuller companies and the book value of 
their stock. This would be done after 
using the capitalized valuation for com- 
puting the ratios for exchanging new 
stock for that of the old companies. 

To find the exchange ratios for the 
new shares the following procedure 
would be followed. Assuming that 
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1,000,000 shares of no par common 
stock would be authorized and that all 
of these would be issued, each share 
would represent one millionth of $36,- 
625,740, the total capitalized value of 
the common stock equity. Each share 
then would have a temporary value of 
$36.625. By dividing this figure into 
the capitalized value of the old shares 
of each of the companies, the exchange 
ratio may be determined. The exchange 
ratios would be 1.21 shares of Fisher 
Corporation for each share of Fisher 
Company common, 57.0 shares for each 
share of A. L. Blake & Company, and 
8.95 shares for each share of the Fuller 
Mills. 

For those stockholders of A. L. Blake 
& Company and the Fuller Mills who 
desire to sell out, an offer could be made 
to give cash to the amount of the capi- 
talized value of their shares. If half of 
the stock of these two companies would 
have to be bought for cash, $5,523,702 
would be required. 

It would also be desirable to retire, if 
possible, the first and second preferred 
stocks and the outstanding bonded debt 
of F. M. Hall & Company in order to 
simplify the capital structure of the new 
company so that new securities could be 
sold more advantageously both now and 
inthe future. The elimination of under- 
lying securities of a subsidiary company 
would also remove the necessity for 
accurate accounting of profits on joint 
operations, which might prove trouble- 
some if the company had to weather a 
period of losses. The par value of these 
outstanding securities is $3,135,229. 
While it is not known whether these are 
callable, or at what price they could be 
called, it is reasonable to assume that 
105 would represent an average call 
price for the lot. At this price, $3,291,- 
990 would be required to retire these 
securities. The total of new money 
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needed, then, would be approximately 
$8,815,692. 

It is suggested that $10,000,000 of 

% cumulative preferred stock be issued 
to raise the money for purchase of com- 
mon stock and redemption of stocks and 
bonds outstanding. Such an issue could 
probably be sold to the bankers at 9; 
to net $9,500,000. Annual dividend 
charges would be $600,000 which in 
1926 were earned more than 9.7 times. 
The fact that the funds would be used 
in part to retire securities with higher 
interest charges might help make the 
issue attractive. 

The new financing would add approx- 
imately $684,308 of cash to working 
capital, giving the new company a ratio 
of current assets to current liabilities of 
5.2. This ratio is practically the same 
as that for the M. S. Fisher Company 
alone, and seems adequate. 

If half of the Blake and Fisher stock 
were to be bought for cash, the new 
company would have about 153,450 of 
unissued shares of an authorized issue 
of 1,000,000 shares of common stock. 
An alternative method of securing the 
new money would be to reduce the issue 
of preferred stock by selling all or part 
of this common stock to the public. If 
the preferred issue were reduced to 
$5,000,000, then each of the authorized 
shares would earn $5.26 on the basis of 
1926 earnings. These could be sold to 
bankers at approximately $40 a share. 
which would net $6,138,000 for 153, 
450 shares of unissued stock. It would 
be wise to authorize 1,500,000 shares 
of no par common stock at the time of 
incorporation to provide for possible 
future expansion. That number would 
in no way affect the above computations. 

Sale of preferred stock is a desirable 
method of securing all or part of the 
outside funds needed, since money can 
be secured at reasonable terms in this 
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way. While the dividends would prob- 
ably have to be cumulative, they would 
hardly form a burdensome charge since 
they would be a relatively small part of 
earnings. Furthermore, as long as 
earnings can be kept above 6% on the 
net worth of the company, the common 
stockholders will receive larger profits if 
the public financing is limited to pre- 
ferred stock. Then, too, there would 
be some difficulty in selling the common 
stock as the offering price would be 
much below the market price of the 
Fisher Company even after the adjust- 
ment of the old Fisher stock to that of 
the new corporation. Therefore, the 


sale of $10,000,000 of preferred stock 
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is the recommended method of securing 
outside funds. 

Summary. In summary, the consoli- 
dation should have been formed because 
of its sound economic basis and the fa- 
vorable conditions in the security mar- 
ket; the companies should be brought in 
by an exchange of common stock based 
on 6 times representative earnings; and 
the capital structure of the M. S. Fisher 
Corporation should be 1,500,000 au- 
thorized shares of no par common stock 
of which 846,550 are to be presently 
outstanding and $10,000,000 of 6% 
cumulative preferred stock which is to 
be sold to the public. 











LEGAL DEVELOPMENTS 
SIGNIFICANT IN BUSINESS 


RESPONSIBILITY OF BANK DIRECTORS FOR IMPRUDENT 
CREDIT POLICIES—WITH EMPHASIS ON 
COUNTRY BANKS 


“QO the man in the street or field 
the words ‘bank director”’ connote 
aflluence, prestige; they are a badge 

denoting superior business ability; they 
are the enumeration of community re- 
spect. To the bank director, himself, 
his title should mean all of these, and 
more. It should, and demand 
above all else definite recognition of re- 
sponsibilities to stockholders and depos- 
itors, and through these an obligation 
to the community at large. These re- 
realized most 
inely in cases of insolvency, for it is then 
that directors are sued for malfeasance, 


does, 


| ey ee . 
on ylities are nie 
ponsivilities are genu 


misfeasance, and nonfeasance in office, 
resulting in loss to stockholders and de- 
positors. 

The large number of bank failures, 
both state and national, since the crisis 
of 1920 has thrown into striking relief 
the seriousness of the duties and re- 
sponsibilities attaching to bank director- 
ships. For the period June 30, 1920, to 
June 30, 1927, 3,939 national, state, 
and private banks failed, with lia- 
bilities of $1,257,635,000.' It is fur- 
ther illuminating that of 535 national 
banks for which receivers were ap- 
pointed from August 20, 1920, to Oc- 
tober 31, 1927, 456, or 85%, had re- 
sources of less than $1,000,000.” While 
this is to be expected in the light of post- 
war agricultural conditions, it is signifi- 
cant for the purposes of this study that 
rural bank directors, as a class, have 
been in more difficulty than their city 
contemporaries. 


In emphasizing the seriousness of 
bank failures in their relation to direc. 
tors, one should not let figures obscure 
the effect of a given bank closure upon a 
community. All the statistics available 
cannot describe the blight visited upon a 
small town by the failure of one of its 
banks. Hundreds, and perhaps thov- 
sands, of small depositors are deprived 
of their savings and funds with which to 
meet current bills. Merchants, in turn, 
find themselves unable to meet cash obli- 
gations, and must effect sacrifice sales to 
keep themselves from bankruptcy—and 
often they do not succeed. Local indus- 
tries likewise find themselves financially 
paralyzed, with no other ready sources 
of credit. Pay-rolls are tied up. And 
always there is the uncertainty about 
the strength of the other bank(s). 
Often one failure precipitates others, or 
perhaps the shock to public confidence, 
if it does not result in an immediate run 
upon neighboring institutions, will cause 
the setting in of a ‘slow run’’, in which 
depositors gradually, over a period of 
months, take more out of a bank than 
they put into it, with one result—insol- 
vency.* It has not been uncommon in 
recent years for important county-seat 
towns to have their banking facilities en- 
tirely wiped out. When it is considered 





1 Annual Report of the Comptroller of the Cur 
rency, for 1927, p. 788. 

2Idem., pp. 236-248. Figures for year ending 
October 30, 1927, include stock assessments. 

3 That is, insolvency because of inability to meet 
current payments, not necessarily impairment of 
capital. 
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t practically every rural bank failure 
oduces an effect substantially as de- 
‘bed above, the aggregate financial 
| social evil is seen to be tremendous. 
[he significance of all this to country 
directors lies in the fact that it is 
cases of insolvency that they are most 

brought face to face with legal 


ibilities to stockholders and deposi- 


In view of the large number of 
ent failures, these liabilities assume 
rticular importance. Before examin- 
of directors’ re- 


the local status 


sponsibilities, it would be well to con- 


S 


ler the average country bank director, 
| his reasons for serving in this ca- 


city. 
fverage Country Bank Director 


It is elementary that a corporation is 
ntrolled by its stockholders through 
ird of directors selected from their 
In the case of the country bank 
directors are naturally men with 
First of all, one or two 
them are operating officers of the 
These men do not represent the 
strength of the board, but are in 
hired to do the work of the bank. 
they own substantial blocks of 
nk’s stock, the purchase price of 
they have borrowed from a city 
spondent, pledging the stock to se- 
the loan. Obviously, their bread 
butter is closely linked with the suc- 
operation of the bank. Even 
administrative officers, in many 
especially the president, are found 
) give their entire time to the 
He its as likely as not a 
r, merely lending his name to the 
And often other ofh- 
absorbed in selling real estate 
rance and in other ways of mak- 
yon the side. The rest of the 
made up of men not active in 


| interests. 


ittairs. 


e ’% 
“active 


the operation of the bank, but appar- 
ently interested enough to lend their 
names and a certain amount of their 
time. Such men include local merchants 
—grocers, drug store proprietors, res- 
taurant owners, automobile agents, and 
the like. Some are also extensive land- 
owners; others have only equities in 
their businesses. But usually they are 
regarded by the community as successful 
business men. Then there is always a 
certain number of farmers on the board. 
If these members are chosen wisely, they 
are the real strength of the board, for 
land is the chief item of wealth in rural 
communities. A farmer with a half- 
section of clear land in a good farming 
region in the middle west, and with a 
reasonable capacity to appraise farm 
credits, is an asset to any board. In 
some areas, where farms are very small, 
the strength of the board may rest with 
local merchants and manufacturers, as 
is more likely to be the case in the East. 
But the important fact is that the coun- 
try bank director is not an extraordinary 
person at all; he is just one of the neigh- 


bors. 


Why do men become directors of 
There are a number of 


country banks? 
reasons, all of them inherent in human 
nature. Of course, there are men who, 
through a motive of public-spiritedness, 
are glad to serve their community by 
assisting in the operation of one of its 
public institutions. Others, susceptible 
to flattery perhaps, think chiefly of the 
enhancement to their prestige which fol- 
lows their selection to a board. Then 
there are ulterior motives, which, disil- 
lusioning to the layman as they may be, 
are nevertheless present. One of these 
is the opportunity offered to gain a 
knowledge of a neighbor’s or competi- 
tor’s affairs. Still more to be lamented, 
however, and a motive that is at the 
bottom of many banks’ difficulties, is the 
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idea that, having become a bank direc- 
tor, one is entitled to a greater line of 
credit than otherwise. Large and im- 
prudent lines to officers and directors 
have been the basis of many poor credit 
structures. These reasons, coupled with 
a generally confessed ignorance of “the 
banking business”, have resulted in di- 
rectors’ meetings being attended only in 
a perfunctory way by the majority of 
country bank directors. 

Strikingly apropos of this discussion 
of the dilatory attitude of many country 
bank directors are some of the remarks 
made by Joseph W. McIntosh, Comp- 
troller of the Currency, before the Flor- 
ida Bankers Association.* After citing 
that 20% of national bank failures of 
the last two years were due directly to 
mismanagement, he admonished direc- 
tors to pay close attention to the busi- 
ness of the banks and not act as “‘figure- 
head” directors. He said further: 


It is my belief that failures of many banks 
could have been and can be averted if the di- 
rectors would give closer attention to the af- 
fairs of the bank. 

Most failures involve mismanagement in 
some form. Directors cannot merely select of- 
ficers of good reputation for ability and integ- 
rity and then leave the affairs of the bank in 
such officers’ hands without any supervision or 
examination other than mere inquiry of such 
officers if everything is going along satisfactor- 
ily. They must maintain a supervision of the 
bank’s affairs, have a general knowledge of the 
character of the business and the manner in 
which it is conducted, and know on what se- 
curity at least its large lines of credit are given. 

There is another type of bank director to 
whom I am bitterly opposed, and that is the 
one who knows the business of banking, but 
who insists upon loading the bank with large 
lines of credit to himself, to businesses with 
which he is affiliated, and to relatives and 
friends in a much greater proportion to the 
bank’s loaning ability than is safe, not always 
unsafe in the sense that his immediate credit is 
no good, but because the concentration is too 
great for conservative banking. 

Banks are not for the purpose of serving 
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small groups, they are to meet the needs of the 
community in legitimate, sound loans, and 
where loans are too highly concentrated in q 
few lines, there is a constant danger to the 
bank and a loss of helpfulness to the commun- 
ity it attempts to serve. 


Duties of a Director 


With this background of the hazards 
that have recently surrounded rural 
banking and the types of men charged 
with guiding banks through these haz- 
ards, let us turn to an inspection of what 
a director contracts to do and what not 
to do when he takes his post. In the 
case of national banks, ‘‘each director, 
when appointed or elected, shali take on 
oath that he will, so far as the duty de- 
volves on him, diligently and honestly 
administer the affairs of such associa- 
tion, and will not knowingly violate, or 
willingly permit to be violated, any of 
the provisions of this title . . .”* State 
banking laws generally have similar pro- 
visions. “Diligently” is the most impor- 
tant word in the oath, for while “dili- 
gence” is difficult of accurate definition, 
it strikes a keynote as opposed to negli- 
gence. The duty to administer the af- 
fairs of the bank carries with it a large 
number of specific powers. ‘Directors 
have authority to lend or to borrow 
money; to discount commercial paper; 
to authorize the president, cashier, or 
both to borrow; to compromise a claim, 
or to authorize one of their number so 
to do; to assign or to indorse a note; or 


*In convention at Tampa, April 14, 1928, as re- 
ported in New York Times, April 15, 1928. 

5It has not been attemnted, in the sections that 
follow, to exhaust all cases on the subject. It is 
believed, however, that the cases cited are typical, 
and support the conclusions. For other cases, see 
American Digest, Banks and Banking. Key Num- 
bers 55, 56, 57, 82, 253, 254. 

® Sec. 5147, U. S. R. S., from Instructions of the 
Comptroller of the Currency relative to the or 
ganization and powers of national banks, 1927. 
Italics supplied. 
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-¢ authorize one of their number or the 
-esident so to do; to transfer a judg- 
nt belonging to the bank; to declare 
dends: to elect suitable officers for 
sacting the bank’s business; to make 

onment without the consent of the 

ty of the stockholders; and to ap- 
+ a finance committee to discount its 


& 
: 
| 





om 
cannot, however, release a 
. iider from his subscription; con- 
ie fraud of an officer; speculate 
i he funds of the bank; pledge the 
# earnings of the bank in the ab- 


: of express authority from the 
st olders; make a private profit in 
discharge of their official duties; 
deposits without authority; make 
igreement for the liquidation of the 
oration; or donate the property of 
bank to any charitable, political, or 
yusiness purpose.”’* 
\pparently, then, while there are cer- 
activities well defined by law in 
vhich a director may not engage, the 
list of directors’ powers is of sufficient 
titude to permit of considerable mis- 
nanagement. It is in the exercise of 
their actual powers that we are most in- 
terested in this study, and for this reason 
the degree of care required of directors 





s of particular consequence. The fol- 
lowing opinions of state and United 
States courts, both recent and of long 
standing, are illuminating: 


Utah (1899): “Such vigilance as a dis- 

‘reet person would exercise over his own af- 
irs.” Warren v. Robison, 19 Utah 289. 

Michigan (1899): “That degree of care 

.that a careful man would exercise 

is own affairs of like importance; and if 

'y reason of his neglect to exercise such care, 

he bank loses money, he is liable therefor.” 

Commercial Bank v. Chatfield, 121 Mich. 641. 

Missouri (1904): “Only required to act 


n good faith and to exercise such dezree of 
are as a reasonably prudent man would exer- 
ise under the same circumstances; not that 

prudent man would exercise in his 
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own business.” 
552. 

U. S. C. C. (1907): “Such care as an 
ordinarily prudent and diligent man would ex- 
ercise in view of all the circumstances.” Ran- 
kin v. Cooper, 149 Fed. 1010. 

Connecticut (1909): “The exercise of 
good faith and ordinary diligence and care, in- 
cluding the duty of reasonable oversight and 
supervision of the bank’s affairs.” Lowndes v. 
City National Bank of South Norwalk, 82 
Conn. 8. 

Oregon (1913): “That degree of care 
which a diligent and prudent man would ex- 
ercise under similar circumstances. . . . In 
a manner ordinarily performed by the directors 
of other banks in the city.” Devlin v. Moore, 
64 Ore. 433. 

Virginia (1913): “A director of a bank is 
a trustee, not only for the stockholders, but 
for the depositors, and is bound to perform his 
duties with the utmost good faith.” Camden 
v. Virginia Safe Deposit and Trust Corp., 115 
Va. 20. 

Connecticut (1915): “Bank directors oc- 
cupy a fiduciary position and must exercise rea- 
sonable care and prudence in the discharge of 
their duties.” Lippitt v. Ashley, 89 Conn. 451. 

Georgia (1919): “Ordinary care and dili- 
and while the active manage- 


Stone v. Rottman, 183 Mo. 


gence 
ment may be delegated to certain of- 
ficers the directors must exercise rea- 


sonable supervision over such officers.” /V oad- 
ward v. Stewart, 101 S. E. 749. 

Illinois (1921): “(director) Becomes a 
trustee for the depositors, as well as for the 
stockholders, and is bound to observance of or- 
dinary care and diligence.” Chicago Title and 
Trust Company v. Munday, 131 N. E. 103. 

Virginia (1925): “Ordinary care and pru- 
dence Degree of care depends on facts 
and circumstances of particular case.” Wéil- 
liams v. Fidelity Loan and Savings Company, 
128 S. E. 615. 

Kentucky (1926): “That degree of care 
ordinarily exercised by prudent bankers.” 
Smith v. First National Bank, 290 S. W. 346; 
217 Ky. 471. 


It is evident that there is considerable 
range between the extremes of these 
opinions. That of Warren v. Robison, 
requiring the same degree of vigilance 


that a person would exercise in his own 


7 Corpus Juris, Vol. 7, Sec. 154, (c). 
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affairs, is the most severe; while the 
holding in Devlin v. Moore that a direc- 
tor need act only in a manner similar 
to that of directors of other banks in the 
same city, is elastic enough to belie, un- 
der some circumstances, that part of the 
same opinion which calls for such care 
as a diligent and prudent man would 
exercise under similar circumstances. 
However, it is noteworthy that emphasis 
is placed upon prudence and diligence as 
qualities which directors must possess. 
Now, as has already been pointed 
out, there is a multiplicity of powers and 
duties, all requiring diligence in their ex- 
ercise. Further, it has been shown that 
most major banking problems likely to 
lead to insolvency arise in mismanage- 
ment and in unusual economic situations. 
This is but another way of stating that a 
bank’s credit policy is all-important, for 
after all, banking resoives itself into 
the judicious (safe and profitable) loan- 
ing of other people’s money. It will be 
the purpose in what follows, then, to ex- 
amine the degree of diligence required 
of directors in the exercise of the bank’s 
credit activities. By the same token, it 
is not within the range of this discussion 
to mention liabilities for dishonest acts, 
such as embezzlement or other misappli- 
cations of funds, or receipt of deposits 
with the knowledge of insolvency, which 
liabilities, both civil and criminal, are 
definitely established by courts and stat- 
utes. Rather are we concerned with 
certain major questions of banking pol- 
icy. How closely should directors pass 
on loans? How much leniency should 
be granted officers? To what degree 
should directors acquaint themselves 
with the bank’s affairs? What con- 
stitutes negligence in these respects? 
What liability attaches to directors for 
granting excess loans? for imprudent 
loans? These are questions that must 
be answered in seeking to define the 


legal doctrine as to how much of q 
banker a bank director must be. 

Beyond the legal obligations there js 
a certain moral or social responsibility 
generally felt by directors, and which, 
in most cases, seems to operate before 
any legal liability is invoked. This is 
evidenced by the earnest, sometimes des. 
perate, attempts that directors have 
made, at heavy personal financial sacri- 
fices to keep their banks open. Indeed, 
such sacrifices are often far in excess of 
that which the law would exact. 


Liability for Imprudent Credit Policies 


In some cases cited above it was shown 
that directors are bound to exercise at 
least ordinary care in the performance 
of their duties. It follows that liability 
arises through negligence or wilful fail- 
ure to observe the required degree of 
care.” What constitutes negligence, and 
under what circumstances directors will 
be construed deliberately to have omit- 
ted the exercise of prudence are ques- 
tions on which there is by no means uni- 
formity of opinion. But there are ju- 
dicial opinions of sufficient severity to 
convince any thinking director that his 
position is by no means an enviable one. 

First of all, the new director of a 
(national) bank should know that while 
he is not to be held responsible for 
the conduct of the bank’s business from 
the very day of his election, if he has not 
been a director before, he becomes re- 
sponsible for acts or omissions from the 
time he acquires knowledge of the bank's 
condition and begins to participate ac- 
tively in its affairs. (Rankin v. Cooper, 
U.S. C. C.; 149 Fed. 1010; 1907). In 

*Bank directors are liable for losses occurring 
in the administration of the bank’s affairs whici 
should have been avoided by the exercise of that 
degree of care which a prudent man would have 


exercised under the circumstances. (Devlin v. 
Moore, 130 P. 35; 64 Ore. 433; 1913). 
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ti 


he same decision it was held that the 
mere fact that a director does not attend 
to his duties by reason of continued ill 
health or other business engagements 
es not necessarily relieve him from 
bility for losses sustained by the bank 
through the failure of the directors to 
exercise proper care and supervision 
over its affairs. And in Bowerman v. 
Hamner (250 U. S. 504) the United 
States Supreme Court ruled that a di- 
rector who has never attended a meeting 
luring five years’ connection with the 
nk, and who lived 200 miles from the 
ce where the bank was located, was 
liable for mismanagement because he did 
not exercise the diligence which a pru- 
dent man would usually exercise in ascer- 
taining the condition of the business of 
the bank or a reasonable control and su- 
pervision over its affairs, and that he 
could not be shielded from liability be- 
cause of want of knowledge of wrong- 
doing on his part, since that ignorance 
s the result of gross inattention in the 
rge of his voluntarily assumed and 
sworn duty. The novitiate director, 
then, must realize that it is his duty to 
quire knowledge of the bank’s affairs 
soon as possible; that the recency of 
election is not of itself an excuse; and 

t non-residence, and even ill-health, 
do not of themselves relieve him from 


bility for negligence. 


‘ 
u 


( 


1 


Negligence 


In 1891 the United States Supreme 
Court held (Briggs v. Spaulding, 141 
(. 5. 132) that while directors are en- 


\s cited in Instructions of the Comptroller of 
ney Relative to the Organization and 

of National Banks, 1927. For contra see 
Billings (115 N. E. 382; 277 Ill. 218; 

17). which held, “It would be manifestly unjust 
ld a non-resident director of a national bank 
same degree of attention to the bank’s affairs 
whose duty it was to 


resident directors, 


ise local loans and management.” 
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titled under the law to commit the bank- 
ing business, as defined, to their duly 
authorized officers, this does not absolve 
them from the duty of reasonable super- 
vision, nor ought they to be shielded 
from liability because of want of knowl- 
edge of wrongdoing, if that ignorance 
is the result of gross inattention. How- 
ever, directors are not insurers of the 
fidelity of the agents whom they ap- 
point, and they cannot be held re- 
sponsible for losses resulting from the 
wrongful acts or omissions of other di- 
rectors or agents unless the loss is a 
consequence of their own neglect of duty. 
This case is regarded as a basic one in 
the entire question of liability of direc- 
tors for mismanagement. Later cases 
have gone still further in emphasizing 
the culpability of negligence, of which 
the following is a well-phrased example: 

The relationships of officers and directors of 
a corporation to stockholders and creditors is 
that of trustees to cestuis que trustent, especially 
in the case of banking corporations, where they 
owe an earlier duty to depositors; and, if by 
their gross mismanagement and neglect, loss is 
incurred, they will be rendered liable therefor 
to creditors and stockholders. 

Directors and officers of a banking corpora- 
tion will not be relieved from liability for loss 
due to mismanagement, on account of igno- 
rance or want of knowledge of those matters 
which it is their duty to know; and if they 
negligently intrust such matters to others, the 
loss incurred should fall on them, and not upon 
their confiding depositors and_ stockholders. 
(Elliott v. Farmers’ Bank of Philippi; 57 S. 
EK. 242; 61 W. Va. 641; 1907). 


But the general holding that negli- 
gence gives rise to liability does not de- 
fine negligence, and mere allegations of 
mismanagement do not bring convic- 
tions. This is clearly demonstrated in 
the case of Chicago Title and Trust 
Company v. Munday (131 N. E. 103; 
1920). Here the plaintiff, as receiver, 
was suing certain members of the board 
who had not been actively engaged in 
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the management of the then defunct La 
Salle Street Trust Company, alleging 
negligence in the exercise of their duties. 
The court recognized the general doc- 
trine of liability for negligence, even 
going so far as to say, “It is not the law 
that bank directors are required only to 
exercise slight care, or that, when elected 
they may become ‘inactive members’ of 
the board of directors.” And it went on 
to maintain, ‘“The charges contained in 
the amended bill were that these defend- 
ants gave no supervision and made no 
inquiry whatever, notwithstanding they 
were directors of the bank and had 
knowledge of the incompetence and dis- 
honesty of Lorimer and Munday and 
their fraudulent misuse of the funds of 
the bank. To say that such a charge in 
a bill is not sufficient to hold directors 
liable, if proven,’® would be to render 
indeed hazardous the deposit of money 
in banks.” Thus the failure to prove 
negligence and non-supervision by re- 
vealing the exact nature of the conduct 
upon which the allegations were based, 
defeated what was manifestly a just suit. 


What Constitutes Negligence 


It remains to be seen, then, what con- 
stitutes negligence in the eyes of the 
courts in their interpretation of statutes 
and general rules of law, which merely 
state broadly that negligent conduct is 
accompanied by liability. It should be 
borne in mind in this connection how di- 
rectors usually function. The actual 
administration of a bank ts invariably 
left to one or more of the officers, who 
themselves make the loans. Often the 
directors select a committee of their 
number to meet weekly or perhaps daily 
with the loaning officer(s) and approve 
the loans currently made or pending. 
Just as often, perhaps, the loan, or 


' Tralics supplied. 


finance committee, as it is sometimes 
called, is not active. In such a case the 
loans are approved after they are made, 
at the regular monthly meeting of the 
board, when the cashier reads a list of 
loans made and paid since the last meet- 
ing, and the new loans and renewals are 
approved by serial number and so re. 
corded in the minutes. In a deplorable 
number of cases this approval of loans 
by the board is a routine and perfunctory 
performance, devoid of intelligent inter- 
est in the value of the credit risks. The 
following are cases in point: 


Where the board of directors of a bank dele- 
gates its authority to the executive officers and, 
through their mismanagement, loss to the 
stockholders and creditors ensues, the individ- 
ual members of the board cannot escape lia- 
bility by showing that they were ignorant of 
the business of the corporation. 

A showing that certain directors of a de- 
funct banking institution were careless and 
negligent as such ; that they exercised no super- 
vision over its affairs, but turned everything 
over to the executive officers, and allowed 
loans to be made to the officers of the bank 
and to others, practically wrecking the bank, 
is sufficient, in an action on behalf of stock- 
holders and creditors for an accounting and 
for damages, to establish a prima facie case 
against such directors. (Warren v. Robison: 
57 P. 287; 19 Utah 289). 


This case has another interesting 
angle, in that the court found that a cer- 
tain loan was made by the general man- 
ager surreptitiously and without the 
knowledge of three of the directors, two 
of whom were at the time out of the 
state on important business, and one o! 
whom was sick, and that the loan was 
for some time concealed by the manager. 
When the directors discovered that the 
loan had been made, they exerted all rea- 
sonable efforts to collect it. It was held 
that these three directors were guilty of 
no neglect of duty making them liable to 
stockholders for loss on the loan. Thus, 
if, through no fault of his own, a direc- 
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-or is unable to prevent a reckless exten- 
sion of credit, he may make his position 
secure by doing all in his power to cor- 
rect the evil already done. 


Where directors of a bank left its affairs 
olely in charge of the cashier, who made loans 

several persons in excess of the capital stock, 
without security and in some cases to insol- 
vents, they were guilty of gross negligence, for 
which it was no excuse that they had no benefit 
from their neglect and that their services were 
vratuitous. (Union National Bank v. Hill; 


ss S. W. 11333155 Mo. 279; 1899, 1900). 


The following case is one in which the 
administrative officers were not held lia- 
ble for loans of a speculative character 
when their acts had been condoned by 
the directors. 

Even if the corporation to which the cash- 
ier and assistant cashier of a bank loaned 
money was of a speculative character, and not 
entitled to credit in the first instance, and they 
knew this fact, and even if they were not au- 
thorized to extend credit to it, yet when the 
lirectors of the bank knew that credit had been 
extended, and made no objection thereto, the 
bank could not, after five years’ dealings with 
the corporation, hold the cashier or assistant 
cashier liable for the amount which the cor- 
poration owed it at the end of such time. 
(First National Bank v. Gaddis; 72 p. 460; 
31 Wash. 596). 

And even though a group of directors 
may be alert enough in the execution of 
their ordinary duties, if they negligently 
refuse or omit to prosecute their prede- 
cessors in ofhce for losses caused by the 
latter's negligence, they are liable in an 
iction by stockholders for such damages 
is may have been occasioned by their 
negligence. This is the opinion of the 
New York Supreme Court (Harris v. 
Pearsall; 190 N. Y. S. 61; 1920), and 


the damages recoverable are the amount 
of the loss which could have been col- 


ected from their predecessors on a 
judgment recovered against them for the 


1OSS. 


[t must not be presumed that directors 


are liable for negligence at every turn. 
While the foregoing cases set out clearly 
what courts have done in the past, and 
are entirely likely to do in the future, 
they are not conclusive. There are other 
cases reciting how far directors may go 
without being deemed negligent, and of 
course there are some holdings contrary 
to those already cited. Thus we have 
a not uncommon situation in which the 
entire management of a bank has been 
given over to the cashier, the president 
being a farmer not acquainted with 
banking, and receiving no salary. Here 
the president is liable only for gross 
neglect of duty, and so is not liable to 
the bank for failing to prevent the cash- 
ier from making loans greater than those 
authorized by law. (First State Bank 
v. Morton; 142 S. W. 694; 146 Ky. 
287; 1912). And it is only fair that a 
president and director of a bank, who is 
absent on account of ill health under a 
leave of absence granted by the board 
of directors, cannot be held liable for 
the negligent management of the bank 
during his absence. This opinion was 
handed down by the Supreme Court in 
the already familiar case of Briggs v. 
Spaulding." A Pennsylvania court, in 
regard to the exercise of directors’ du- 
ties, held as follows: 


A director of a bank, whose services are 
gratuitous, and whose duties are to attend 
the bank once or twice a week to assist in dis- 
counting paper, to see how much money there 
is to loan, and once or twice a year to count 
the cash on hand, and examine the bills receiv- 
able and securities to see whether they corre- 
spond with the statement furnished by the 
officers, does not owe the creditors of the bank 
such care as a reasonably prudent man exer- 
cises in his own business, but is amenable only 
for fraud, or for such gross negligence as 
amounts to fraud.” (Swentzel v. Penn. 
Bank; 147 Pa. St. 140, etc.; 1892). 


1l See page 113, supra. 


2 Italics supplied. 
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This question of negligence, like many 
others, has by no means been interpreted 
uniformly by the courts. Some main- 
tain that inactive directors should not be 
held; others claim just as strongly that 
no director should be inactive, and if he 
is, he must risk the consequences of his 
inactivity. It is significant, however, 
that the Supreme Court decisions cited 
are on the side of strict accountability of 
directors. Further, in view of the many 
recent bank failures and the apprehen- 
sion of depositors on this account, no 
director should be sanguine as to the re- 
sponsibilities attendant upon his posi- 
tion. Morse summarizes the subject 
about as well as possible when he says,”* 
“In cases in which their (directors’) ac- 
tion has been so grossly ill-advised as to 

show a want of the knowledge ab- 
solutely necessary for the performance 
of their duties, so great that they were 
not justified in assuming the office, they 
may be held responsible. They are re- 
quired simply to show a reasonable ca- 
pacity for the position they accept; to 
use in it their best discretion and indus- 
try; to show the scrupulous bona fides 
and conscientiousness in every matter, 
however minute, which is exacted rigor- 
ously from all trustees of the property of 
others; and to obey accurately the requi- 
sitions of the charter, or of the general 
law under which they are organized.” 
In the matter of “knowledge absolutely 
necessary for the performance of their 
duties,” there is a strong presumption 
that directors exercise their best judg- 
ment in conducting the affairs of the 
bank. (Devlin v. Moore; 64 Ore. 433; 
1912). 

But the courts are wise in their gen- 
eral view that liability for negligence 
depends upon the circumstances in each 
case. In one part of the country, the 
corn belt, for example, a bank’s deposits 


13 Ranks and Banking, 1917; Section 128. 


are loaned almost entirely to local mer- 
chants and to farmers. Each loan is a 
credit problem in itself, involving a con- 
sideration of agricultural conditions, and 
a statement analysis of the borrower, 
not to mention a knowledge of his char- 
acter and ability. Here is need for a 
high quality of directorship, for while 
such loans bear a highly remunerative 
rate, they are correspondingly more haz- 
ardous than advances and investments in 
the money market. In the case of a 
country bank in New England or on the 
Middle Atlantic seaboard, on the other 
hand, the local demand for credit usu- 
ally does not nearly approach the loan- 
ing capacity of the bank, as represented 
by its volume of deposits. Therefore, 
the banker must look to the money mar- 
ket to find outlets for his surplus funds 
in listed and government bonds, com- 
mercial paper, and call loans. The in- 
vestment problem of this institution is 
more or less a routine matter, and direc- 
tors should not be blamed for giving 
only passing attention to it, so far as 
security is concerned, although they 
should be fully concerned in maintaining 
the bank’s earning power, consistent 
with safety. 


Supervision 


If the operations of a bank are dele- 
gated by directors to certain administra- 
tive officers, negligence on the part of 
directors will arise if they do not super- 
vise the activities of the officers in a pru- 
dent fashion. Inasmuch as intelligent 
supervision is the means by which direc- 
tors insure themselves against liability 
for negligence, it is desirable to see what 
constitutes acceptable supervision and 
under what circumstances directors have 
been deemed to have failed in this re- 
gard. In the first place, a principle is 
laid down in Union National Bank v. 
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Hill (<5 S. W. 11333 155 Mo. 279; 


Oo, I9O0O): 


in cece am cals 


lhe board of directors of a bank have a gen- 
iperintendence over and the management 
its business affairs and transactions which 
vest with it, and it has been said 

ey are bound to know all that has been 
beyond the merest matter of daily rou- 

| what they ought to know as to the 

urse of the bank’s business they will 

med to have known, in a contest be- 

the bank and third persons dealing in 


el 


th with it. 


Chat a definite liability attaches to 

lirector for failing to know the condi- 

of his institution, is brought out in 
following case: 

directors of a bank, constituting its 

ning body, are liable to stockholders 

sitors for its losses from their negli- 

in not knowing its condition’ and see- 

t its affairs are honestly and properly 

ed. (Ellis v. H. P. Gates Mercantile 


sany; 60 So. 649; 103 Miss. 560; 1913}. 


In view of this knowledge which is 
nputed to directors, it is apparent that 
should, in the exercise of ordinary 
re, have the conditions and resources 
~ the bank examined at reasonable in- 
rvals. (Devlin v. Moore; 64 Ore. 
1913.) This view is supported by 

vd v. Applewhite (84 So. 16; Miss. 

9) in which it is said, ‘““The directors 

of a bank who never make or cause to be 

lade an examination of its books and 

urities to determine its condition and 

he way it is being conducted do not ex- 

cise ordinary care and prudence in the 
nagement of its affairs.” 

\ll banks in this country are examined 
egularly by government inspectors, 
ther state or national. While banks 

furnished with copies of reports of 
examinations made by such authorities, 
these activities are by no means intended 
) serve as a substitute for regular ex- 
minations and continuous supervision 


lics supplied. 
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of a bank by its directors. This point is 
sustained in Campbell v. Watson (50 A. 
120; 62 N. J. Eq. 396; 1901), in which 
it is said, ‘‘Where a bank’s by-laws re- 
quire its directors to appoint a commit- 
tee every three months for an examina- 
tion of the bank’s condition, the fact that 
examinations were occasionally made by 
the state examiner cannot relieve the di- 
from loss occasioned by their 
to comply with such require- 
While it is true that there has 
profound improvement in the 
government examinations 


rectors 
failure 
ment.” 
been a 
quality of 
since this case was decided, and more re- 
liance can reasonably be placed in them, 
after all it is the directors who should 
be vitally interested in what examina- 
tions reveal. Why, then, should they 
not see for themselves? ‘The Comp- 
troller of the Currency and state bank- 
ing commissioners have been urging in- 
telligent directors’ examinations for 
years, fully realizing that it is only 
through thorough knowledge of the 
bank as a going concern that it can be 
operated with a minimum of losses. All 
the autopsies in the world cannot make 
a live man out of a corpse. So it is with 
a bank; good loans go bad, often with 
surprising frequency; but seldom, very 
seldom, do bad ones become good again. 
Thus it behooves directors, by careful 
examinations of their institution, and by 
intelligent interpretation of the reports 
of government examiners, to sense difh- 
culties and to act before it is too late. 

The cases below illustrate what is ex- 
pected from directors by way of super- 
vision. 

If nothing has come to the knowledge of the 
directors of a (national) bank to awaken sus- 
picion that something is going wrong, ordinary 
attention to the affairs of the institution is 


all that is required of them, but if, on the other 
hand, they know, or by the exercise of ordi- 


nary care should know, any facts which should 
awaken suspicion and put a prudent man on 
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his guard, then a degree of care commensurate 
with the danger to be avoided is required, and 
a failure to exercise such care makes them re- 
sponsible. 

Directors of a (national) bank are not ex- 
pected to watch the routine of every day’s busi- 
ness but they should have a general knowledge 
of the manner in which the bank’s business is 
conducted, and upon what securities its larger 
lines of credit are given, and generally know 
of and give direction to its important general 
affairs. 

It is incumbent upon the directors of a (na- 
tional) bank in the exercise of their ordinary 
prudence, to cause an examination of the con- 
dition and resources of the bank to be made 
with reasonable frequency. ( Rankin v. Cooper; 
U.S. C. C.; 149 Fed. 1010; 1907). 

The cashier of a (national) bank permitted 
an outside corporation, in which he was inter- 
ested, to become indebted to the bank, through 
overdrafts and notes of its members, discounted 
to the amount of $72,000, which was the chief 
cause of the bank’s failure. The directors had 
an examining committee, and a committee on 
discounts, whose duty it was to examine the 
bank’s condition and securities periodically. In 
fact, the committees made no independent ex- 
amination, but merely checked the notes by 
a list furnished by the cashier. One of such 
lists, which was approved some months before 
the failure, showed 8 notes for $5,000 each; 
but although the capital of the bank was but 
$50,000, the members of the committee to 
whom the list was furnished had no recoliec- 
tion of having seen such notes, nor did they 
know of the large indebtedness of the corpora- 
tion. Held, that the members of the commit- 
tees were guilty of negligence which rendered 
them liable for the losses resulting trom the 
mismanagement of the cashier, but that the 
other directors were not liable, it not appear- 
ing that they had knowledge of the negligent 
manner in which the committee on whose re- 
ports they relied, had performed their duties. 
(Warner v. Penoyer; U. S.C. C. A. N. Y.; 
gt Fed. 587; 1898). 

Directors of a (national) bank left its man- 
agement for more than three years almost 
wholly to its cashier, who had but little prop- 
erty, and of whom they required no bond ; and 
they knowingly permitted loans to be made 
to individuals and firms largely in excess of 
the amounts allowed by law. They failed to 
record mortgages given to secure large debts 
due the bank after they were aware of its 
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insolvency, and erroneously advised an exam- 
iner who had taken charge of the bank that it 
was not necessary to record them. Held, that 
the directors were personally liable for the 
losses caused by such neglect, and the fraud and 
defalcation of the cashier. (Robinson y. Hail: 
63 Fed. 722; 25 U. S. App. 48, reversing 50 
Fed. 648; 1894). 

Thus, directors, to keep themselves 
clear of liability for negligence in the 
discharge of their duties, must take steps 
to acquaint themselves with the condi- 
tion of the bank as administered by the 
oficers. —To summarize once more from 
Morse, “If the directors do not use or- 
dinary diligence to know the conduct of 
oficers and what the bank books show, 
and to control their subordinates, and 
loss results, they are liable.’ 

“Ordinary diligence” is capable of 
scores of different interpretations, and 
we have already examined several of 
them. Yet it would seem that any rea- 
sonable conclusion must be tempered 
by consideration of the directors them- 
selves. It has been pointed out that 
they are ordinary, hard working mem- 
bers of the community, often with scanty 
banking experience. Seldom do they 
possess the particular capabilities that 
are expected in bank examiners or audi- 
tors. Hence it is manifestly unfair 
that they should be expected to exhaust 
all avenues of inspection in the manner 
of a specialist. It is simply beyond 
them. If they are generally familiar 
with the status of the more important 
lines of credit, and know of no reason to 
doubt the fidelity of the officers, they 
should, and usually will be, deemed be- 
yond reproach. 


Excess Loans 


Statutes regulating the conduct of the 


banking business generally provide 4 
limit to the amount of indebtedness ot 


' Banks and Banking, 1917: Section 128. 
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any one borrower to a bank. In the 
Na tional Banking Act this limit is “10 
per centum of the amount of the capital 
stock of such association actually paid in 
nd unimpaired and 10 per centum of 
ts unimpaired surplus fund,” *® with ex- 
-eptions for loans secured in a particular 
manner prescribed by the statute. State 
laws vary in setting the amount permis- 
sible to loan to one person, some going 
is high as 20% and 25%; but the 10% 
ratio is widely believed to be a sensible 
one. The wisdom of such provisions is 
obvious, inasmuch as there is hazard in 
large concentrations of credit among a 
few borrowers. Directors may assent 
toa loan within the limit imposed by law, 
and although loss develops, they will not 
ecessarily be liable for it. But when 
they approve a loan in violation of the 
statutory limitations, they lay them- 
selves open to definite liabilities, which 
the courts have uniformly affirmed. 


Where the directors of a (national) bank 
became aware, through the report of a com- 
mittee of their number, and also by notice sent 
them individually by the Comptroller of the 
Currency, that the bank had been making ex- 
cessive loans to its president and to other per- 
sons, yen and corporations with which he 
was associated, but took no effective steps to 
reduce such loans, or to prevent their increase, 
which continued until the bank became insol- 
vent, they will be held jointly and severally 
liable for all losses which the bank sustained 
through subsequent transactions, and which 

ild have been prevented by a proper dis- 
charge of their duty. (Rankin v. Cooper; U. 
5. C. C.; 149 Fed. 1010; 1907). 

Under Revised Statutes, Section 5200, di- 

tors of a (national) bank who make or 
ssent to the making of a loan to any one per- 
son of a sum exceeding one-tenth of the capital 
stock of a bank’? become personally and indi- 
vidually liable for all'® loss sustained thereby ; 

it where the borrower, in such a case, is also 

one of the directors, he is not so liable, but 

imply as a debtor to the bank. (Witters v. 
les; U.S. C. C.; 31 Fed. 1; 1887). 


The matter of “all loss sustained 


thereby” in the case immediately above 
has been clearly defined by the United 
States Circuit Court of Appeals in 
McCormick v. King, et al, (241 Fed. 
737), which held that directors respon- 
sible for excess loans were liable not only 
for the excess of such loans above 
the legal limit but for the entire loss 
thereon with interest. This case was 
afirmed by the United States Supreme 
Court in Bowerman v. Hamner (250 
U.S. 504). 

The phrase “directors responsible for 
excess loans”’ raises an inference that a 
part of them might not be responsible 
for such loans, and hence not liable for 
loss developing in them. The circum- 
stances which will relieve a director from 
this responsibility are by no means 
clearly defined, and here again is a ques- 
tion to be settled on the merits of each 
case. 

No doubt the three absentee direc- 
tors in Warren vy. Robison’® would 
have been cleared. Also, directors pres- 
ent at the time an excess loan is ap- 
proved, who voice their disapproval, 
earnestly strive to have the application 
declined, and whose attitude and actions 
in this regard are recorded in the min- 
utes, will probably fall outside the cate- 
gory of ‘directors responsible.” And in 
Warner v. Penoyer,” it was seen that 
the members of the examining committee 
and of the discount committee were con- 
sidered to be “responsible,” while the 
others, who relied upon the committees 
for their knowledge were not. ‘Thus it 
behooves a director, as soon as he scents 
an excess loan, to rise in protest against 
it, for the time may come when he must 
write a check or sign a note for his share 
of the loss. 

1®U. S. Revised Statutes, Section 5200. 

17 Paid in and unimpaired. 

18 Italics supplied. 


19 See page 114, supra. 
-" See page 118, supra 
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Imprudent Loans 


Praiseworthy as are the excess loan 
provisions of our banking statutes, it 
must be admitted that many banks have 
failed for reasons other than their vio- 
lation of these parts of the laws. Con- 
ceivably, an aggregate of losses on loans 
entirely within the limit can impair or 
wipe out a bank’s capital. If collections 
from loans cannot be made to keep pace 
with depositors’ demands for money, 
and the bank has reached its limit of city 
correspondent or Federal Reserve ac- 
commodation, there is nothing for it but 
to close. Apparently there it has made 
unwise extensions of credit. Such situa- 
tions have not been at all.uncommon in 
the middle west and the south east, 
and many banks have fallen into serious 
difficulties without violating the law in 
any significant way.*' It is the purpose 
of this section to ascertain the extent to 
which directors may be held liable for 
lawful but negligent extensions of credit. 
The ground is by no means as well de- 
fined as in any of the questions hereto- 
fore discussed. For example, the fol- 
lowing opinions uphold a doctrine of 
severity: 

In a suit by the receiver of a bank, the direc- 
tors were liable for sums loaned borrowers who 
were at the time insolvent, to the knowledge 
of the directors. (Stone v. Rottman; 82 S. W. 
76; 183 Mo. 52). 

Directors of a bank negligently permitting 
the cashier to make bad loans resulting in the 
insolvency of the bank held liable to the stock- 
holders for their negligence. (Bank of Des 
Arc v. Moody; 161 S. W. 134; 110 Ark. 39; 
1912). 

A director of a bank is liable for negligence 
in making or renewing a loan, or for failing to 
enforce collection thereof. (Harris v. Waters; 
N. Y. Supreme Court; 183 N. Y. S 721; 
1920). 

On the other hand, it is well to com- 
pare the foregoing with these cases, 
which do not hold directors liable: 


HARVARD BUSINESS REVIEW 


Directors of a (national) bank cannot be 
held to the common law liability for inatten- 
tion to duty as directors in not preventing a 
hazardous, imprudent, and disastrous loan, jf 
such loan was made by their associates, without 
their knowledge, connivance, or participation, 
(Witters v. Sowles; 31 Fed. 1; 1887). 


This attitude is reasonable enough in 
the light of Warren vy. Robison™ and 
Warner vy. Penoyer.* But one should 
note the trend of more recent decisions: 


The question of a bank director’s negligence 
in connection with the renewal of loans is one 
of ordinary judgment and prudence, as to 
whether or not it was best to grant extensions 
in the hope of ultimate payment, or force im- 
mediate collection, with attendant necessary 
loss. (Harris v. Rogers, 179 N. Y. S. 799; 
181 N. Y. S. 938; 1919). 

Test of responsibility of directors to stock- 
holders for mismanagement of bank’s affairs 
is whether they have exercised good faith and 
diligence, since mere exercise of poor judgment 
does not make them liable, and stockholders 
assume risk of losses occurring thereby. (.Mul- 
ler v. Planters’ Bank and Trust Co.; 275 S. 
W. 750; Ark., 1925). 

Bank director, in good faith recommending 
acceptance of note, held not liable for bank's 
loss when borrower failed. (Smith v. First 
National Bank; 290 S. W. 346; 217 Ky. 471; 
1926). 

Directors are not liable for losses on loans 
made in good faith which a reasonably prudent 
banker would consider for bank’s best interest. 
(Lyon v. Featherman, 261 P. 268; Mont. 


1927). 

In the face of such conflicting opin- 
ions, attention should be turned to the 
nature of conduct in granting credit, for 
which directors are deemed to have been 
suficiently negligent to be held for 
losses, and conversely, to behavior for 


*11t has been maintained in some quarters that 
every failed bank has violated the statutes in some 
manner. This may be true if such transgressions 
as declaration of dividend or granting of loans 
while reserve is temporarily deficient, are included. 
But minor infractions are not to be considered in 
assigning causes for failure. 

22 See page 114, supra. 

°8 See page 118, supra. 
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which they have not been penalized. On 
the side of strict accountability, it has 
been held (Wynn v. Tallapoosa County 
Bank; 53 So. 228; 168 Ala. 469; 1910) 
that stockholders, directors, committees, 
and oficers must be presumed to have 

known of and consented to a cashier’s 
course of business as to overdrafts, 
loans, and discounts which continued for 
F wat of 7 years without suspicion or 
compl: iint, and after allowing it for that 
time and profiting thereby, they must be 
presumed to have ratified his acts. And 
again there is the case where the negli- 
gent members of a discount and an ex- 
amining committee are liable for losses, 
this time not for failure to examine and 
heck the bills discounted as they should 
be verified,** but for the outright assent 
to a reckless extension of credit by the 
cashier. (ffanna v. Peoples National 
Bank; 71 N. Y. S. 1076; 1901-2.) The 
court said in part: 


Directors of a (national) bank are only re- 
quired to exercise reasonable supervision over 
its affairs, and where they appoint from their 
number a discount committee and an examina- 
tion committee they shift the responsibility to 

ich committees, and when, during a three-year 
period such committees permit the cashier of 
the bank to discount notes for a mere dealer in 
cheap musical instruments, taken by him from 
parties not shown to be responsible, which notes 
ire frequently protested or renewed, to such 
an extent that his discounts finally cover two 
thirds of the bank’s capital, the directors form- 
ing such committees are guilty of such negli- 
‘ence and misconduct as would render them 
liable to stockholders injured thereby. 


A still more drastic decision is that in 
Bailey v. O’Neal (122 S. W. 503; 92 
Ark. 327; 1909). At that time the 
state of Arkansas was without any for- 
mal banking laws, and banks were gov- 
erned chiefly by the opinions in Kirby’s 
Digest and by court decisions applying 
various parts of general corporation law 

banking institutions. Thus there 
was no such thing as statutory excess 


loans, and in this case the court was not 
slow in condemning a dangerous advance 
of credit, and at the expense of the direc- 
tors. It held that where the directors 
knowingly allowed the cashier to lend 
to one man and his various enterprises 
without substantial security, sums largely 
in excess of the capital stock of the bank 
and to continue that course of dealing 
for a period of several years, resulting 
in the insolvency of the bank, the direc- 
tors were personally liable to creditors 
becoming such during the period. 

Another evidence of the early attitude 
of the courts is contained in Cockrill v. 
Abeles (86 F. 505; 30 C. C. A. 223; 
1898), a national bank case decided by 
the United States Circuit Court of Ap- 
peals. The court held that where a na- 
tional bank acquired certain mill prop- 
erty, in satisfaction of a debt, and the di- 
rectors organized a corporation among 
themselves for the purpose of operating 
the mills as the bank’s agent and with its 
funds, and operated them at a loss of 
$23,000, the directors of the bank par- 
ticipating were liable to the creditors 
for the loss. 

A more recent Arkansas decision 
(Magale v. Fomby; 201 S. W. 278; 
1917) held officers of a bank with 
$50,000 capital sufficiently reckless to be 
liable to stockholders when they had 
loaned $30,000 to a canning company 
in which they had _ stock, which itself 
had a capital of $10,000, and which 
continually operated at a loss, though 
they believed it would ultimately pay 
a profit. 

In the matter of directors’ loans, the 
directors of a bank were held liable for 
interest on funds of the bank used in an 
investment carried for the sole benefit of 
certain directors. (Noyes v. Wood; 

“4 See page 118, supra. 
25 Weldon, Samuel A., Digest of State Banking 


Statutes, Report of National Monetary Commis- 
sion, Vol. 3. 
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U. S. C. C. A. Alaska; 247 Fed. 72; 
1917.) 

A special form of loan is that in which 
notes are taken for subscriptions to capi- 
tal stock, and it is important that they 
be converted into cash within a reason- 
ably short time, else the bank is operat- 
ing upon a thinner equity than it holds 
itself out to the public as doing.*® So in 
Coddington v. Canaday (61 N. E. 567; 
157 Ind. 243; 1901) it was decided: 


Where the directors of a bank take notes, 
judgments, and the like in the payment of sub- 
scriptions to stock, it is incumbent on them to 
show that such notes, etc., were of the value 
for which they were transferred, or that they 
exercised ordinary care in ascertaining their 
value, and had reason to believe them to be 
worth the amounts for which they were taken, 
in order to escape a liability therefor, as such 
transactions are a deviation from the usual 
course of business. 


Balancing the foregoing opinion may 
be found others, in which directors have 
not been held liable for what has been 
construed in other quarters as negli- 
gence. Thus in Williams v. Halliard 
(38 N. J. Eq. 373; 1884) it was held 
that corporate managers who were not 
on the committee of investments, are 
not liable, in the absence of cognizance 
and complicity, for irregular or unsafe 
investments. This position seems rea- 
sonable enough, and while widely held, 
is dificult to reconcile with all the sound 
and fury about “‘inactive directors,”’ 
“figurehead directors,” and the like. 

The following case is useful in that it 
sets forth clearly some courses of action, 
which, while they may be dangerous for 
the bank, nevertheless do not constitute 
negligence for which a director may be 


held liable: 


It is not negligence per se in a cashier of a 
bank to pay an overdraft of a responsible cus- 
tomer of character and business integrity; and 
therefore the directors cannot be made liable 
in an action against them for negligence and 


mismanagement on mere proof that an ac. 
count was overdrawn and a loss thereby sus. 
tained. 

The fact that large amounts of assets of 3 
bank were invested in realty, causing great 
losses from depreciation, will not render direc- 
tors liable for mismanagement and negligence, 
where it appears that the realty was bought 
under foreclosure of mortgages held by the 
bank, to prevent sacrifice. (Wallace v. Lin- 
coln Savings Bank, 89 Tenn. 630; 15 S. W. 


448). 


This last provision is particularly sig- 
nificant in the situation in which rural 
banks in the middle west have found 
themselves during the past eight years. 
Many banks made what were appar- 
ently good, unsecured loans to farmers. 
Later, as the carrying charges of mort- 
gages based on inflated land values 
became so burdensome that the bank 
loans could not be liquidated, banks took 
junior mortgages to secure themselves, 
and later foreclosed them to protect 
their equities, with the result that now 
many of them are loaded with “other 
real estate” to a dangerous degree. But 
in most of these cases there is no negli- 
gence sufficient to give rise to directors’ 
liability. Rather the recent course has 
been one of salvaging as much as pos- 
sible. The negligence, if it can be called 
that, lay in the original advances during 
a period of inflation. The case goes on 
to say: 


Mere failure to sue on notes held by a bank, 
thus permitting them to become barred, will 
not render directors liable for negligence and 
mismanagement, unless it is shown that the 
makers were solvent, and that payment might 
have been enforced. 

Before the directors of a bank can be held 
liable, in case of almost total inattention to its 
management, for losses from loans made by the 
cashier without their knowledge or consent. 
it must be shown that the cashier did not exer- 


°6 Thus the National Bank Act requires that 50% 
of the capital must be paid in cash, and the bal- 
ance may be paid in five monthly instalments, 0° 
sooner, as the incorporators may decide. 
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cise reasonable skill, diligence, and prudence 
in making the loans. 

If directors are looking for genuine 
solace for their troubles, they should 
find it in Wheeler v. diken County Loan 
and Savings Bank (75 Fed. 781), in 
which a United States Circuit Court in 
South Carolina gave them a virtual carte 
hlanche, as follows: 

While the lending of an amount exceeding 
the entire capital stock of a bank to a single 
serson would seem to be unwise and hazard- 

_ yet, where such a loan was made to one 
‘ the directors, who was the chief merchant 
of the town, largely while his business and 
financial standing were good, and afterwards 

preserve his credit, and with an entirely hon- 
est purpose on the part of the bank officials, 
to enable him to continue business, in the hope 
that he would finally be able to pay, held, that 
this was not sufficient, at common law, in the 
absence of any trace of fraud, to render the 
directors of the bank personally liable to the 
stockholders (depositors and creditors having 
been fully paid) for resulting losses.” 


This case stands practically alone, 
however, as condoning an obviously 
reckless advance of other people’s 
money. When the degree of concentra- 
tion of loanable funds is considered, in 
connection with the fact that a director 
was the recipient, and largely while he 
was in a failing condition, it is difficult 
to conceive of any amount of good faith 
serving to vindicate such course. The 
opinion in this case is too extreme and 
consequently too rare to be a useful 
guide for faltering directors. Its sole 
mitigating circumstance lay in the fact 
that depositors and creditors had al- 
ready been paid in full. Yet it is ex- 
tremely doubtful that such mismanage- 
ment is one of the risks of losses which 
stockholders must assume.?® 

It is dificult to attempt to draw from 


"Ttalies supplied. 
“Cf. Muller y. Planters’ Bank and Trust Co.., 
e 12 Supra. 


all these cases any general conclusion as 
to the liability of directors for impru- 
dent credit policies. It is to be remem- 
bered in this connection, as in the matter 
of negligence, that what is prudent in 
one type of bank or region, may be 
highly imprudent in another. Different 
situations require different degrees of 
care. If directors are wealthy and read- 
ily disposed to remove losses themselves, 
that is entirely different from the situa- 
tion presented by a “family” bank with 
financially weak directorate or an insti- 
tution dominated by a few selfish inter- 
ests aiming at their own aggrandizement. 
However, in the long run, it may be con- 
cluded that directors are not at fault if, 
after due investigation, they approve a 
loan that appears to be safe; or if, when 
a loan shows a doubtful tendency they 
make every reasonable effort to further 
secure or collect it. But if it can be 
shown conclusively that at the time the 
loan was granted the borrower was in- 
solvent or obviously was not entitled to 
the extension of credit, and that no prv- 
dent banker would have made such ad- 
vance; or if, after the loss becomes 
dubious no available steps are taken to 
restore it to a safe status or to collect 
it—if these things can be shown, then 
the directors would better give to the 
situation their most serious thought, for 
liability is almost a certainty. 


Dividends 


Another power of directors, allied 
with credit policies, and offering a wide 
range for the exercise of judgment, is 
the right to declare dividends. A bank 
can be soundly managed so far as its in- 
vestments are concerned, and at the 
same time be stifled by a wanton divi- 
dend policy, sapping its profits as fast 
as they are realized. Or, failing to build 
up a substantial surplus, a bank may seri- 
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ously weaken its defense against an im- 
pairment of capital by losses. But here 
again the courts are in disagreement, as 
shown by the two following citations. 


Rev. St. 1898, Sec. 1765, declaring that if 
the directors of any corporation shall pay divi- 
dends before the capital stock is fully paid in, 
when the corporation is insolvent or in danger 
of insolvency, not having reason to believe that 
there were sufficient net profits properly appli- 
cable thereto to pay the same without impairing 
or diminishing the capital, they shall be jointly 
and severally liable to the creditors of the cor- 
poration at the time of declaring such dividend 
to the amount of their claims, applies to bank- 
ing corporations. (Williams v. Brewster; 93 
N. W. 479; 117 Wis. 370; 1903). 


While this opinion seems merely an 
application of a statutory provision to 
banking corporations, that of the next 
case vitiates to considerable extent even 
the definite provisions of the law. 


Bank directors cannot be held personally lia- 
ble for money paid out for dividends “to a 
greater amount than net profits after deducting 
losses and bad debts” (Rev. St. 5204)” be- 
cause there were debts bad in fact, but supposed 
to be good, when the dividends were declared 
and paid. Bad judgment on the part of the 
directors, as to the condition of the assets, with- 
out bad faith, does not make them individually 


liable. (Witters v. Sowles; U.S. C. C. 31 
Fed. 1; 1887).*° 
Much may be inferred from the 


phrases “bad in fact” and ‘‘supposed to 
be good.” How much does a director 
have to know about a loan to be justified 
in supposing it to be good? It is an all 
too common occurrence for directors to 
maintain repeatedly that a loan is “as 
good as gold” in the face of an exami- 





*° Section 5204, U. S. R. S., says in part, “No divi- 
dend shall ever be made by any association 
to an amount greater than its net profit then on 
hand, deducting therefrom its losses and bad debts. 
All debts due to any association, on which interest 
is past due and unpaid for a period of six months, 
unless the same are well secured, and in process 
of collection, shall be considered bad debts within 
the meaning of this section.” 
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ner’s denial based upon an unbiased ap. 
alysis, which analysis is vindicated by the 
mere lapse of time. In general, hoy. 
ever, it is comparatively rare that direc. 
tors are held liable for dividends de. 
clared when it is a question of weighing 
bad faith against bad judgment. The 
general rule is that where declared be. 
cause of bad judgment and not of bad 
faith, they are not liable.** And bad 
faith is exceedingly difficult to prove, just 
as is gross negligence.*” 


Rights of Action Against Directors 


Up to this point liabilities to stock. 
holders and to depositors have been 
mentioned in the same breath, without 
any distinction as to the rights of these 
parties against directors, or as to when 
they arise. Stockholders are owners, 
and depositors are creditors; hence, it 
should not be surprising to find that a 
different degree of negligence and mis- 
management renders directors more lia- 
ble to one than to the other. In the first 
place, it is entirely possible for action 
against directors for negligence to be 
brought by stockholders, depositors, the 
corporation, or the receiver. Thus: 


The directors of a bank having been guilty 
of negligence in the discharge of their duties, 
by reason of which losses were sustained by the 
bank, they were liable in an action at law to 
the corporation, while a going concern, for 
losses, or to the assignee after the assignment, 
or in equity to the stockholders in the event of 
the declination of the assignee to bring suit.” 
(Union National Bank v. Hill; 148 Mo. 380, 
389; 49 S. W. 1012; 1899, 1900). 

Some of the depositors and stockholders of a 


8° Ttalics supplied. 

°1 Morse, Banks and Banking, 1917, Section 128. 

82 See Chicago Title and Trust Company v. Mur- 
day, page 113, supra. 

33 Tt is elementary that a stockholder cannot sue 
the directors for negligence unless the bank (re 
ceiver) has refused to bring such suit. See Smith 
v. Rathbun, 22 Hun. 150; N. Y., 1880. 








sed an- 
| by the 
l, how- 
it direc. 
nds de. 
eighing 

The 
red be- 
of bad 
nd bad 
ve, just 


clors 


» stock- 
‘e been 
without 
»f these 
oO when 
owners, 
ence, it 

that a 
nd mis- 
ore lia- 
the first 
* action 
; ee be 
ors, the 


lus: 


“n guilty 
ir duties, 
od by the 
t law t 
‘ern, tor 
ignment, 
event ( 
17 suit.” 


Vo. 35 
ders of a 
ction 125 
y Vv. Mur- 
innot § 


yank 
see Smilh 














Re oagatt mgr a 


tina IO 


same 


Berry's tanner 





LEGAL DEVELOPMENTS SIGNIFICANT IN BUSINESS 


bank may, on behalf of all of them, bring suit 
‘- charge its directors, or its managing officers, 
with sums lost through their negligence and 
mismanagement; it being in the hands of a 
receiver, and he refusing to bring the suit. 
Ellis v. H. P. Gates Mercantile Co.; 60 So. 
649; 103 Miss. 560; 1913). 

Where several depositors of a (national) 
bank had claims against a number of the bank’s 
directors arising out of their failure to take 
steps to prevent the bank’s assets being improp- 
erly loaned, and none of such depositors could, 
by separate suits at law, recover that to which 
he was entitled, such depositors were entitled 

maintain a single suit against such directors 
in equity. (Boyd v. Schneider; U. S. C. C. 
A., Ill.; 131 Fed. 23; 1904). 

The receiver of an insolvent (national) 
bank may maintain a suit in equity on behalf 
of creditors and stockholders against the direc- 
ors to recover for losses sustained through 


their neglect and fraudulent management. 
Freeman v. Jackson; U. S. Dist. C.; 227 
Fed. 688; 1915.) 


Nor does an assessment on the stock 
1 bank to remedy an impairment of 
the capital and surplus (an impairment 
due to the directors’ negligence) and 
moneys collected thereby, bar a 
kholder’s action, or benefit the di- 
(Harris v. Rogers; 179 N. Y. 
99; 1919.) 
Thus it is distinctively recognized that 
irector may incur a liability over and 
above his assessment liability as a stock- 
holder. And an interesting development 
in regard to the “‘one-man” or “family” 
bank is found in the rather recent Mis- 
sissippi case, Boyd v. Applewhite (84 
50. 16; 85 So. 87; 1919), in which it 
was held that the directors of a bank 
owning a majority of its capital stock 
and permitting improvident and exces- 
loans to the individual directors 
themselves, causing the bank to become 
insolvent and making the capital stock 
worthless, are liable in damages to mi- 
nority stockholders for the loss of their 
stock. In other words, while directors 
may feel that it is their business what 
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they do with their own bank, neverthe- 
less the unfortunate minority stockhold- 
ers have distinct claims against them for 
the amount of their investment. 

This same case reveals another party 
who may look to negligent directors for 
satisfaction. It holds that a bona fide 
pledgee of bank stock may join as a 
party complainant in a stockholder’s suit 
in equity against the directors for negli- 
gence resulting in the deterioration of 
the stock. The importance of such an 
opinion, if widely adopted, is apparent 
when it is recalled that many bank ofh- 
cers, who are directors, own little be- 
yond their pledged bank stock.** For 
example, negligent directors of a bank, 
a large part of the stock of which is 
owned say, by the president and cashier, 
may feel somewhat sanguine as to their 
responsibility to outside stockholders, 
whose interests in the aggregate are so 
small as to be of minor importance in a 
settling for losses. But if the stock of 
the two operating officers is pledged with 
a city correspondent to secure the loan 
which made possible the acquirement of 
their interests in the bank, then by this 
decision the city institution may join 
their suit with minority stockholders. 
At once the responsibility of the country 
bank directors is enhanced, for now they 
risk liabilities in the amount of the ag- 
gregate losses, or at least the total capi- 
tal impairment. 

With this outline of the parties to 
whom directors may be liable for their 
negligence, attention is turned to a dis- 
tinction among the degrees of negli- 
gence required to cause liability to these 
various interests. Here, as in other re- 
spects already treated, there is an ab- 
sence of uniformity. Dunn v. Kyle (77 
Ky. 134; 1878) holds that directors of 
a bank are not responsible to the stock- 
holders for loss, unless occasioned by 





34 See page 109, supra. 








126 


fraud or gross negligence on their part. 
More particularly (Jones v. Johnson; 
86 Ky. 530; 6S. W. 582; 1888), where 
the president is a mere figurehead, and 
the directors receive no salary, in the 
absence of fraud they are not liable to 
the stockholders when they discount cer- 
tain notes, believing the makers and in- 
dorsers to be solvent, and the notes 
prove worthless. At about the same 
time as these cases were decided, Fusz v. 
Spaunhorst (67 Mo. 256; 1878) held 
that except under statutory or constitu- 
tional provision, a director or officer of 
a bank is not individually responsible in 
an action at law for injury resulting to 
a creditor or depositor from the man- 
agement of the bank, unless the injury 
is occasioned by his malicious or fraudu- 
lent act. The rights of stockholders and 
depositors seem to be much the same 
here, regardless of the difference in their 
relations to the bank. And in 1899- 
1900 Union National Bank v. Hill (148 
Mo. 380, 389; 49 S. W. 1012) held that 
the relation of a depositor to a bank is 
that of ordinary debtor and creditor, 
and that there is nothing of contract or 
trust, in all ordinary cases, to create any 
relation between the creditors and the 
directors. From this, the court rea- 
soned that for the mere failure of bank 
directors to exercise ordinary care in 
managing the bank’s affairs, whereby 
the bank sustains loss and becomes in- 
solvent, such directors are not liable to 
general creditors of the bank in a suit 
by them. This doctrine has continued 
down to fairly recent times, as exempli- 
fied by the two cases below: 

Directors of a bank do not, while the bank 
‘'s a going concern, hold its property in trust 
tor creditors, but are managing partners, 
agents, or bailees. (Winston v. Gordon; 80 


S. FE. 756; 115 Va. 899; 1914). 
Directors of a bank held not liable for fail- 





See page 111, supra. 
“6 Banks and Banking, 1917, Section 130. 
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ure to perform their duties to depositor. (Zim. 
merman Vv. Western and Southern Fire Ins. 


Co.; 181 S. W. 283; 121 Ark. 408; 1915), 


This last case is vague in its expres. 
sion, but pregnant with dangerous pos. 
sibilities in the latitude implied. More 
interesting still, however, is the contrary 
holding of a Virginia court almost 
simultaneous with that of Winston y. 
Gordon: 


A director of a bank is a trustee, not only 
for stockholders, but for depositors, and is 
bound to perform his duties with the utmost 
care. (Camden v. Virginia Safe Deposit and 
Trust Corp.; 78 S. E. 598; 115 Va. 20; 
1913).” 

Aside from the incongruity of these 
two cases, there is the possibility that 
directors may find themselves liable to 
creditors, as well as to stockholders, for 
their negligence. Thus in Caldwell y. 
Ryan (190 S. W. 1078; 173 Ky. 233: 
1916) the opinion was held that credi- 
tors of an investment bank had the right, 
not only to subject directors as stock- 
holders, and other stockholders, to their 
statutory double liability, but also to 
seek indemnity from directors if they 
had been guilty of negligence resulting 
in loss to creditors. While in cases of 
insolvency, suits on behalf of depositors 
are brought by the receiver, he repre- 
sents their interests, and the liability is 
just as truly one to depositors as though 
the bank were still a going concern. 

As already admitted, these cases come 
far from providing a satisfactory cor- 
clusion as to when a director is liable to 
a stockholder, when to a depositor, and 
so on. Recourse to Morse* reveals only 
the brief generality that directors are 
liable to depositors for gross negligence: 
for ordinary negligence they are liable 
only to the bank (stockholders). This 
is just as incomplete, for “gross negli- 
gence” and “ordinary negligence” vary 
according to many factors, including 
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LEGAL DEVELOPMENTS SIGNIFICANT IN BUSINESS 


ndividual circumstances, geographical 
differences, and seasonal influences. Suf- 
fice it to say that all parties concerned 
with a bank in the capacity of creditor or 
owner may bring action against its di- 
rectors for damages for their negligent 
failure to perform their assumed duties ; 
ind if, in light of the circumstances of 

- case, the misfeasance is sufficiently 
claring, one or more of these parties 
will be successful in their suits. 


Directors’ Voluntary Contributions 


It will be observed from the discussion 
up to this point that most of the litigated 
cases have arisen after the banks have 
become insolvent. Many directors might 
feel that such contingencies will not over- 
take them, for the simple reason that 
their bank “will never fail.” The wis- 
dom of such a prophecy may be judged 
from the number of banks which actu- 
ally have failed in recent years. The 
directors of many of these very institu- 
tions were at one time emphatic in simi- 
lar declarations as to the strength of 
their banks. Leaving aside for the mo- 
ment the legal liabilities of directors, 
which, while possible of severity, are 
nevertheless hazy because of diverging 
opinions of different jurisdictions, there 
appear other influences strong in their 
effect upon directors. These are the 
personal motives which prompt a direc- 
tor to make large sacrifices that he may 
not be disgraced in his community. 
Thus, while a bank is a going concern, 
ind losses develop, directors may often 
he prevailed upon to remove them upon 
their own account for cash, rather than 
risk the unfavorable publicity attaching 
to a reduction of surplus or a stock as- 
sessment. Indeed, the news of an as- 
sessment upon the stock of a bank to 
make good an impairment of its capital 
has been sufficient in more than one in- 
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stance to precipitate a run that resulted 
in closure. While the appearance of a 
reduced surplus figure in a published call 
statement might not prove so immedi- 
ately detrimental, yet it is true that ofh- 
cers and directors will hesitate for a long 
time before committing themselves to 
such a reduction if there is some way to 
avoid it. Ina large number of cases re- 
course is had to voluntary elimination 
of the losses by the stockholders and 
directors, in an effort to keep the bank 
open. In a closely owned bank such 
elimination may take the form of an as- 
sessment levied without any publicity. 
It is not unusual for a bank to be sub- 
jected to two or more assessments before 
finally closing and taking the statutory 
100% levy. Just as often, however, the 
directors, themselves, many of them 
large stockholders, agree to replace the 
bad paper with cash. While such con- 
tributions are of small financial conse- 
quence to some, yet to a large number of 
country bank directors this voluntary 
elimination of losses means mortgaging 
a farm that has always been clear, or in- 
creasing the encumbrance on land al- 
ready pledged. It means that the old 
barn must do for a few more years, that 
gaping fences must continue to gape, 
that the paint on the house will crack and 
drop off, that the acquisition of a radio 
or a new car must be deferred. It may 
even mean that sons and daughters will 
go to work instead of to school. 

The actual extent to which directors 
have anticipated litigation and have vol- 
untarily paid the price of their negli- 
gence and imprudence is vividly illus- 
trated by the results of a survey of 110 
rural and small town banks with respect 
to asset eliminations effected prior to the 
time any of these banks entered receiv- 
ers’ hands.** The combined capital of 
the banks was $6,745,000, or an aver- 
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age of a little more than $60,000 
per bank. ‘The total assets eliminated 
were $13,078,500. This was at the 
rate of $118,890 for each institution. 
The methods of elimination were as 


follows: 
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Voluntary contributions have ac- 
counted for nearly 36% of the elimina- 
tions from these banks prior to closing. 
And of course directors are represented 
in the figure for stock assessments to the 
extent of their own holdings. ‘There ts 
no reason to believe that the results of 
are unusual, and that other 
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thermore, the degree to which directors, 
when face to face with the results of 
their recklessness, have actually made 
financial sacrifices, of their own accord, 
is evidence that the position of director 
is more than a compliment; it is a re- 
sponsibility and a trust. 

In conclusion, it appears that the law 
and social custom make certain exac- 
tions of bank directors. The former 
operates in cases of negligence, the lat- 
ter as often by force of circumstances, 
In any event the result is that men who 
have no particular bent for the banking 
business find themselves compelled by 
order of the court or by moral pressure 
to contribute from their personal for- 
tunes for the benefit of the bank. It 
occurs to anyone with constructive incli- 
nations that some means of presenting 
information about a bank to its directors 
in a way that is readily comprehensible 
by them would not only do much to 
define such terms as “‘diligence,” “‘negli- 
gence,” and “effective supervision,” but 
would clarify directors’ duties to the 
point of making them readily intelligible 
to the directors themselves. And that 
is a worthy and commendable goal. 
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